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Understanding the community-property idea 


clarifies taxation of individuals 


by OLIVER W. HAMMONDS & GEORGE E. RAY 


Tax practice throughout the country today is having an increasing amount to do with the 


community property idea, not only because it is the basis of so much of our federal in- 


come, estate-, and gift-tax law, but because more and more practitioners find their 


clients’ affairs are intermingled with those of persons in community-property states. This 


article, while not elementary, is a basic survey of how community property works today, 


how it got that way, and how it is woven into our present federal tax laws. It is particu- 


larly recommended to practitioners in non-community-property states 


HE COMMUNITY PROPERTY system originated with 
; Spanish settlements in this country. Spain had 
the system in effect for many centuries. The Roman 
law had no such system. In France it is first found 
in the Napoleonic Code. The system was first intro- 
duced into Louisiana territory by the Spanish and 
French colonizers. 

The community property system was recognized by 
the territories acquired by the United States which 
were carved from the former Spanish posessions. ‘Those 
property concepts were incorporated into their laws 
when those territories became states; in some instances 
as a part of their constitutions, as in California, 
Nevada, and Texas. The system was “continued” after 
statehood in California, Louisiana, New Mexico, and 
Texas. In Arizona, Idaho, Nevada, and Washington it 
was “adopted.” 


Defining community property 

While the laws of no two states are precisely alike, 
and different theories of ownership have been noted 
within the framework of the system, a number of 
broad generalizations may be made. Community prop- 
erty law includes two classes of ownership: (1) separate 


property, and (2) community property. The first class 
includes property owned by each spouse at the time 
of marriage and its income yield, and all acquisitions 
during marriage by gift, devise, bequest, or inherit- 
ance. Community property has been defined as all 
property other than separate property. Stated con- 
versely, community property is composed of earnings 
and acquisitions flowing from the economic activities 
of husband and wife, and the income and profits de- 
rived from community property. Community owner- 
ship attaches only to the marital status and dissolves 
upon the termination of that status. 

The essential fact to be noted is that the fruits of 
the husband’s pursuit of gain constitute community 
property. It has been stated, loosely perhaps, that com- 
munity property consists of things in which substantial 
interests of two persons (husband and wife) simul- 
taneously exist and demand protection. If divorced 
the property rights of each are set off and lose their 
community character. 

At the death of the husband half of the community 
estate becomes the separate property of the wife, and 
the other half is subject to the testamentary disposition 
of the husband. In most of the community property 
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states the wife is similarly given a right to dispose of 
one-half by will. 

It has been observed that “community is a partner- 
ship which begins only at its end,” that is, upon dis- 
solution of the marriage. This observation upon the 
realities of the system refers to the actual position of 
the wife during the marriage in comparison with her 
formal co-ownership of the community wealth. During 
the joint lives of the spouses the husband controls, 
manages, and disposes of the community property. The 
only real limitation upon the husband’s powers is 
that he may not give the property away or dispose of 
it in fraud of his wife’s rights. The restrictions have 
been more tightly drawn with respect to real property, 
for generally the husband may not convey such prop- 
erty or encumber it without the written consent of 
his wife. But the husband may dissipate the proceeds 
derived from the sale of real property. 

It seems to be generally established in all the com- 
munity states, with the exception of Washington and 
Arizona, that the community property is liable for the 
husband’s obligations. The community property may 
be resorted to by creditors who furnish necessaries to 
the wife, but this liability seems to derive from the 
husband’s obligation of support. Despite limitations 
in favor of the wife, the powers of management, con- 
trol, and disposition are still in the husband, and the 
wife’s role is essentially that of a back-seat driver who 
may carp and criticize but may not take the wheel. 


What is wife’s role? 

The precise nature of the wife’s interest under 
the community system of shared ownership and unitary 
control has been a source of considerable speculation. 
It is not strange, therefore, that the community has 
been compared to a partnership, a trust, an estate by 
the entirety, an inchoate dower right, and an heir’s 
expectancy. It has been frankly concluded that the 
wife’s interest is sui generis, defying common law 
criteria. When confronted with something alien to 
their way of thinking, lawyers and judges, raised on 
common law terminology, have seized upon the con- 
cepts of “vested interest” and “expectancy” in order to 
deal with the wife’s property right. It would appear to 
have made little difference which of these two concepts 
was employed in describing the wife’s interest. 

It is not surprising that this dichotomy, which has 
prevailed in the private law of community property, 
has been carried over into the federal law of estate 
and gift tax, as well as the income tax. These revenue 
measures were constructed entirely upon a common 
law system of ownership, and no consideration was 
given to the community property system. 


FEDERAL INCOME-TAX TREATMENT OF 
COMMUNITY PROPERTY 


In community property jurisdictions, consistent with 
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the concepts of property ownership set forth above, 
half of the income which belongs to the marital com- 
munity is taxable to each spouse, whether such income 
is derived from the personal services of one of them, 
or from the community property. Accordingly, each 
spouse may report his share of the community income 
on his separate return. 

The principal problem, therefore, is to determine 
what is community and what is separate property. Al- 
though, as noted above, certain general principles are 
applicable to community property in all eight states, 
the results in specific cases may differ substantially. 
Since property rights under local law are the deter- 
minative factor, the result in one jurisdiction should 
be transposed cautiously to a problem in another. 

Let us turn now to a general resume of some of 
the major recurring problems in the income tax field. 
The burden of proving the community ownership 
of property normally rests upon the taxpayer. Where, 
however, separate and community properties are 
commingled, a presumption under local law that the 
entire property belongs to the community is sufficient 
to overcome the contrary determination of the Com- 
missioner of Internal Revenue. Where the property is 
separately owned by one spouse (as in the case of 
property acquired by gift, devise, or descent), the 
general rule is that the income from such property 
is separate income. 

An allocation is required if income is attributable 
partly to separate property and partly to personal 
services. Thus it was held, in the case of a sole pro- 
prietorship business owned by the husband for which 
business he rendered personal service, that income 
from capital equaled 7 per cent of capital, and that the 
balance of the income belonged to the community. 

In cases where one spouse is a member of a partner- 
ship, a more complex formula has been applied. The 
portions of total income attributable to capital and to 
personal services are determined by allocating such 
income in the ratio which a fair return on capital bears 
to a reasonable compensation for services. 

The value of corporate stock originally owned by 
the husband was held partly allocable to the com- 
munity, such part being the portion of the stock’s 
present value attributable to the husband’s services 
to the corporation for which he had not otherwise 
been adequately compensated. 


Deduction problems 

Deductions connected with community property are 
generally divided between husband and wife. This is 
true even with respect to separately-owned property 
which produces community income. Where, however, 
one spouse is separately liable for taxes, interest, and 
attorneys’ fees incurred in connection with separately- 
owned property, he or she is entitled to the entire de- 
duction where there is an offsetting community in- 
come from that property during the taxable year. 
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The entire deduction for expenses paid out of his 
separate funds may be taken by one spouse, even if 
they benefit the other spouse. This rule is applicable 
to medical expenses. Where, however, the payment is 
from commingled funds, it is presumed that the 
expenses are those of the community, and the deduc- 
tion must be divided. Charitable contributions, on 
the other hand, are deductible by the payor in the 
absence of a consent by the other spouse to the con- 
tribution. Alimony paid to the husband's former wife 
has been held to be collectible out of community 
funds and therefore divisible as a deduction. 


Administration of estates 

As has been previously noted, during the marriage, 
income derived from community property is commun- 
ity income, taxable one-half to each spouse, and the 
deductions from such income are community deduc- 
tions, equally divisible. When, however, one of the 
parties to the marriage dies, and the estate of the de- 
ceased spouse is in process of administration, it is 
then important to know the particular rules applying 
to the taxation of the income derived from their erst- 
while community property. 


Treatment of income during administration 

The pertinent statutory provision with regard to 
the income tax treatment of the community property 
of one of the deceased parties to the community part- 
nership is Section 641 of the Internal Revenue Code. 
It reads as follows: 

“(a) Application of tax. The taxes imposed by this 
chapter upon individuals shall apply to the income of 
estates or of any kind of property held in trust, in- 
cluding— 

og * o * * 

(3) Income received by estates of deceased persons 
during the period of administration or settlement of 
the estate... .” 

The question which arises under this section with 
regard to community property is the meaning of the 
phrase “estates of deceased persons.” If this phrase 
is synonymous with the phrase “gross estate” as used 
in the federal estate-tax provision, it is clear that the 
taxable estate for income-tax purposes during the 
period of administration would include only the dece- 
dent’s separate property, plus his share of the com- 
munity property. Stated differently, the taxable estate 
of the deceased spouse for income-tax purposes would 
include only property owned by him under the local 
laws of the several community property states. For 
simplicity, inclusion only of such property within the 
taxable estate is referred to as that falling under the 
“ownership of property” rule. Corollary thereto, it 
would readily appear that income received by the 
surviving spouse from his share of the community 
property would not be taxable to the “estate” of the 
decedent spouse for income-tax purposes. 


Unfortunately, however, due to the nature of the 
community property system, particularly in relation 
to the-administrative handling of community property 
estates, the solution has not been so simple. Under 
the community system as developed above, the sur- 


vivor’s share of the community is administered to- 
gether with the deceased’s share in the community. 
The question therefore arises as to whether “estates 
of deceased persons,” as used in Section 641(a)(3) of 
the Internal Revenue Code (1954), is intended to in- 
clude therein for income-tax purposes not only the 
property owned by the decedent, but also, to the ex- 
tent the property of the surviving spouse is subjected 
to administration along therewith, the survivor's share 
therein “during the period of administration or 
settlement of the estate.” For purposes of simplicity, 
this interpretation of the possible statutory scope is 
referred to as the “administration of property” rule. 
Corollary to this interpretation is the resulting exclu- 


sion from taxation to the surviving spouse of any part 
of the income from the community property in ad- 
ministration, as such. Instead, the survivor would be 
considered taxable only on amounts in fact “dis- 
tributed currently” or “properly paid or credited” to 
him. 

The statutory provision in question has received the 
benefit of both of the interpretations just discussed 
from the Treasury and the courts. At the outset, the 
Tax Court and the Service followed the “ownership 
of property” rule and held that the estate of the de- 
cedent and the surviving spouse were each taxable on 
one-half of the income derived from the community 
property. The Court of Appeals for the Fifth Circuit 
then upset this result in a Texas case where the hus- 
band died first, leaving independent executors to 
administer his estate. The court’s holding, in effect, 
required the taxation of the entire income during 
administration to the estate of the deceased hubsand, 
the wife being taxed only on amounts actually dis- 
tributed to her. This was followed by the Commis- 
sioner and the Tax Court until both were reversed 
by circuit court decisions. As a result, it now appears 
settled that the “ownership of property” rule rather 
than the “administration” rule is to prevail, and that 
the decedent’s estate and the surviving spouse will be 
taxed accordingly on community income during the 
period of administration. 


Basis problems during administration 

The problem of the basis of community property 
for determining gain or loss, or depreciation, or de- 
pletion during the period of administration is closely 
related to that of the treatment of the income from 
such property just discussed. Again the basic question 
is the determination of what part of the community 
property is subject to application of the federal taxing 
statute, which in the case of basis is governed by Sec- 
tion 1014 of the 1954 Internal Revenue Code. 
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Section 113(a)(5) provides in pertinent part: “The 
basis of property in the hands of a person acquiring 
the property from a decedent or to whom the property 
passed from a decedent shall . . . be the fair market 
value of the property at the date of the decedent’s 
death.” 

Here, in contrast with Section 641(a)(3) above, the 
use of the qualifying phrase “from the, decedent” has 
made it fairly clear that the property subject to basis 
adjustment is only that of the decedent himself and 
not also that of the surviving spouse. And, until the 
Revenue Act of 1948, the Commissioner uniformly 
held, with the exception of California property, that 
1939 Code Section 113(a)(5) applied only to the de- 
cededent’s half of the community property and not 
the survivor's half, the latter’s being cost. Section 
366(a) of the Revenue Act of 1948, however, amended 
Section 113(a)(5) of the Internal Revenue Code to 
provide that the basis of the one-half share in the 
community of the surviving spouse should be its fair 
market value at the applicable valuation date, if 
there was included in the determination of the value 
of the decedent’s gross estate at least one-half of the 
whole of the community property. Currenly, therefore, 
the basis of the entire community property of both 
spouses is fair market value at the applicable valuation 
date. 


Deduction problems during administration 

Section 641(b) of the 1954 Internal Revenue Code 
provides in pertinent part: “The taxable income of the 
estate or trust shall be computed in the same manner 
as in the case of an individual... .” 

The “estate” referred to above in Section 641(b) is 
the same “estate” as referred to in Section 641, dis- 
cussed above, which imposes the tax on estate income. 
Accordingly, it is clear that deductions of the estate 
are to offset income of the estate. Therefore, if 
entire income from the community property is con- 


the 


sidered taxable to the estate, the latter is entitled to 
offset that income in determining its net income by 
deducting all deductions chargeable against that com- 
munity property. If, on the other hand, only the in- 
come from the decedent’s half of the community prop- 
erty is taxable to the estate, as discussed above, then 
it has the benefit of only one-half of the community 
deductions in offsetting that income. 

Except for administration expenses and losses in- 
curred during the settlement of estates of the kind 
covered in Section 165(c)(3) of the Code, casualty losses, 
there is no relation between income deductions of 
the estate, just discussed, and deductions of the estate 
for determining the taxable estate for estate-tax pur- 
Section 2051 of the Code, a 
problem. These two items, however, may only be de- 
ducted in either the estate-tax return or the income- 


tax return of the estate, but not both. 


poses under separate 


The extent to which administration expenses and 
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[Messrs. Hammonds and Ray, partners in the Dallas, 
Texas, law firm bearing their names, are frequent 
collaborators in the writing of materials on taxation. 
Both are graduates of Harvard Law School. This 
article is an adaption of a chapter in a forthcoming 
book to be published by Bobbs-Merrill Company, Inc., 
entitled “Basic Estate Planning.’”| 


uninsured casualty losses are deductible varies among 
the community property states. Thus, in some of the 
states only one-half of the executors’ commissions and 
attorneys’ fees are deductible in the estate-tax return, 
whereas they are deductible in full in the income-tax 
return of the estate. Accordingly, special consideration 
must be given to determine on which return these 
particular items will be deducted. 


FEDERAL ESTATE AND GIFT TAXATION 
OF COMMUNITY PROPERTY 


The estate and gift tax treatment of community 
property under federal law has had a complex history 
culminating in the Revenue Act of 1948. The primary 
purpose of the estate and gift tax provisions of that 
Act were, briefly, to equalize the tax burdens as be- 
tween residents of the community and non-community 
property jurisdictions. The provisions of the 1948 Act 
have been carried the Internal Revenue 
Code of 1954. 

Initially, the basic difficulty arose from the fact 


over into 


that in a community property state, as previously 
noted, the entire community property of a married 
couple is considered to be owned one-half by each 
spouse, whereas in the non-community property states 
most of the property is generally in the name of one 
spouse, the husband. 

Prior to 1942, the federal tax structure took into 
account this division of ownership in community prop- 
erty and on the death of one of the spouses sub- 
jected to estate tax only that spouse’s one-half of the 
community property. In the case of a gift of com- 
munity property, only one-half was taxed to each 
spouse. In the non-community property states, when 
the husband died, most, if not all, of the family hold- 
ings were subjected to estate tax. Gifts were generally 
made by the husband from his own property, and 
therefore were all taxed to him. 

In 1942, however, Congress sought to remove the 
presumed tax advantages of the residents of the com- 
munity property states by providing that on the death 
of one spouse all of the community property should 
be subject to estate tax, except to the extent that it 
could be shown that the community property was 
derived from the separate property of, or from per- 
sonal services actually rendered by, the surviving 
spouse. It was also provided that in any event there 
would be included in the taxable estate that half of 
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the community property over which the deceased 
spouse had the power of testamentary disposition. The 
proceeds of life insurance on the decedent's life, where 
the premiums had been paid out of community prop- 
erty, were to be included in the taxable estate of the 
decedent. With respect to the gift tax, all gifts of 
community property were to be taxed to the husband, 
except to the extent that it could be shown the prop- 
erty was derived from the separate property of, or 
from personal services rendered by, the surviving 
spouse. 


1942 Act brought disadvantages 

It soon became evident to the citizens of the com- 
munity property states that the 1942 statutory changes, 
while eliminating the prior advantages of the resi- 
dents of community property states, had now resulted 
in new and distinct disadvantages to them fully as 
great in magnitude as their former advantages. Among 
these disadvantages were the following: 

1. In many cases the 1942 provisions resulted in 
double taxation. 

2. They also imposed a virtually impossible bur- 
den of tracing the community property derived from 
the separate property or earnings of the surviving 
spouse. 

3. Where the surviving spouse later sold property 
of the community which had increased in value, the 
Treasury Department held that as to Texas com- 
munity property the basis of the surviving spouse's 
half, as distinguished from that derived from the 
decedent spouse, was one-half of the original cost 
basis of the property to the community, rather than 
one-half of the value at the date of the decedent’s 
death. 

4. It was not at all clear from the statute that if, 
after the death of one spouse, the surviving spouse 
died within five years, Section 812(c) (1939 Code), re- 
lieving from estate tax property previously taxed 
within the last five years, would apply. Although the 
Treasury took the position that the provision did 
apply, there was nothing to prevent it from changing 
its opinion. 

5. Congress had not seen fit to decide how the 
estate tax burden should be borne as between the de- 
cedent’s portion of the community property and that 
of the survivor; and the Supreme Court, in upholding 
the constitutionality of the 1942 estate tax provisions, 
skirted that as a problem for the states. In states such 
as Texas, where there was no rule for this situation, 
it was necessary to adopt statutory provisions for ap- 
portioning the burden of the estate tax between the 
decedent’s and the survivor’s portions of the com- 
munity property. The rule adopted in Texas imposed 
the burden on the decedent’s estate to the extent of 
all the tax, except for one-half of what the tax would 
have been had the community property been the only 
property of the spouses subject to tax. 


6. One more difficulty lay in the fact that Congress, 
in providing that community property should be taxed 
as the property of the spouse first to die, had failed, in 
both the statute and the committee reports, to provide 
any rule in case of simultaneous death of both spouses. 


Solution to equalization problem 

With the adoption of a split-income rule for all 
states in the Revenue Act of 1948, it soon became evi- 
dent that the only fair rule would be to repeal the 
1942 estate and gift tax provisions. But it was also 
apparent that if this were done, the situation would 
result in a restoration of the pre-1942 advantage of 
community property. The answer to the equalization 
problem was finally determined by two principal steps: 
(1) repealing the 1942 estate tax provisions, with 
respect to community property; and (2) providing, 
with respect to non-community property, a “marital 
deduction” which, for estate tax purposes, would put 
non-community and community property on the same 
basis. Thus the mountain moved to Mohammed. And 
judging from the complexity of the “marital deduc- 
tion” provisions and the length of the Senate Finance 
Committee’s explanation of them, it was truly a moun- 
tain that moved. 

The restoration of community property to its pre- 
1942 status, for estate tax purposes, was effected by 
the repeal of three specific provisions of the estate tax 
law which had been put into the 1939 Code in 1942, 
dealing with community property law. With the re- 
peal of these provisions, the status of the interest of 
a decedent, for computing the gross estate under Sec- 
tion 811 (1939 Code), was made determinable under 
the local state law. 


1942 provisions repealed 

The 1942 provisions repealed by the 1948 Act were: 
(1) Section 811(e)(2) of the Code, which provided gen- 
erally that all community property should be included 
in the estate of the spouse first to die except where 
it could be traced to the separate property or earnings 
of the survivor; (2) Section 811(d)(5), which included 
in the estate of the decedent first to die transfers of 
community property made in contemplation of death, 
transfers intended to take effect at or after death and 
transfers to revocable trusts, or transfers where the 
decedent retained rights in the property or income 
therefrom; and (3) Section 811 (g)(4), which included 
in the taxable estate the proceeds of insurance on the 
decedent’s life purchased with community property. 

The repeal of these three provisions was, however, 
made effective beginning only with January 1, 1948, 
rather than retroactive to the effective date of the 1942 
Act. The community property included in the estates 
of taxpayers dying between the effective date of the 
1942 Act, October 21, 1942, and January 1, 1948, con- 
tinued therefore, to bear the burden of the 1942 estate 
tax provisions. The new act further provided that the 








retroactive application of the repeal of the community 
property provisions should not increase the estate tax 
which would have been payable under the old law 
where the decedent died in 1948 but before enact- 
ment of the new act. 

Congress also adopted a new specific provision, as 
noted above, amending Section 113(a)(5) (1939 Code) 
to allow the surviving spouse to use as a basis for the 
survivor's half of the community property the fair 
market value of the property at the date of death of 
the decedent spouse, or at the optional valuation date 
a year after the date of decedent’s death. 


Cift and estate tax: 1948 

With respect to the gift tax, the 1948 changes in the 
law were simply made by providing that Section 
1000(d) (1939 Code), added in the 1942 Act to pro- 
vide for the taxation of gifts of community property 
to the husband unless they were shown to be derived 
from the separate property or earnings of the wife, 
should be applicable only to gifts made after the 
calendar year 1942, when the 1942 gift tax provisions 
first became effective, and on or before the effective 
date of the 1948 Act, April 2, 1948. The gifts taxable 
during such period are, however, to be included in the 
net gifts for preceding calendar years in order to de- 
termine whether, and at what rate, gifts for the current 
year are to be taxed. The provisions of Section 1000(d) 
were not, however, to apply in determining the extent 
to which transfers of community property were trans- 
fers by the decedent under the estate tax. 

In the case of the estate tax, the provisions for 
matching non-community property with community 
property center about the “marital deduction.” This 
term, contained in a new subsection 81l(e) (1939 
Code), introduced a novel and intricate concept into 
the federal estate-tax structure. What it did, in 
substance, is to enable one spouse to provide that 
one-half of his or her property, less certain deductions 
from the gross estate permitted under Section 812(b) 
in computing the net estate, shall go to the other 
spouse free of estate tax. 

In computing this half of what is called the 
“adjusted gross estate” that may be given to the other 
spouse free of estate tax, the deductions from the gross 
estate to be considered are funeral expenses, adminis- 
tration expenses, claims against the estate, mortgages 
or other indebtedness against the estate property, and 
amounts spent for dependents’ support during the 
settlement of the estate. The marital deduction is, 
furthermore, allowed as a deduction only with respect 
to property includible in the gross estate; it would 
not apply, therefore, to foreign real estate or property 
acquired by the surviving spouse from decedent by 
purchase for full and adequate consideration during 
the decedent’s lifetime. 

In the case of community property which the de- 
cedent and surviving spouse held as such at any time, 
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SEVEN PRACTICAL SUGGESTIONS FOR 
THE HANDLING OF COMMUNITY 
PROPERTY 


To AVolD DIFFICULTY and litigation in connec- 
tion with the disposition of community property, 
every owner of community property should be 
encouraged, by counsel or otherwise, to adopt a 
pattern in the handling of such property which 
will simplify the difficult problem of identifica- 
tion thereof in relation to separate property. 
Here are seven practical steps to facilitate this: 


1. Maintain records: Keep records to show 
just what is community and what is separate 
property; the source of property used for new 
acquisitions; the income from each class of prop- 
erty and its disposition; and the proportions of 
each piece of property that are community and 
separate property. 


2. Keep separate and community property 
apart: Keep separate property physically apart 
from community property when possible. Use a 
separate bank account for separate funds; do not 
put them in a joint account. Separate safe 
deposit boxes may be useful in maintaining the 
separate character of securities. 


3. Pay insurance premiums from proper 
fund: If the beneficiary of the insured’s life policy 
is not the other spouse, pay insurance premiums 
from separate funds. 


4. Execute formal agreements: Execute agree- 
ments between spouses with all the formalities 
prescribed by law (not overlooking statutes other 
than the community property laws, e.g., statutes 
on conveying and recording.) 


5. Consider gift-tax liability: Remember that 
gift tax liability may arise from an agreement by 
spouses fixing their rights in community prop- 
erty. 


6. Watch credit extensions: Is it safe to ex- 
tend credit to one spouse without imposing 
liability on the other? For example, can com- 
munity property standing in the name of one 
spouse be reached to satisfy a community debt 
incurred by the other? 


G. Review estate plans: Examine wills, estate 
plans, and insurance holdings in the light of the 
new law. Consider the impact of federal and 
state estate taxes. 
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a special rule applies. The following classes of prop- 
erty are deducted from the gross estate: 

1. Property held at the decedent's death as com- 
munity property. 

2. Property transferred by the decedent during his 
life, if it was community property at the time of trans- 
fer. 

3. Proceeds of insurance on the decedent’s life to 
the extent the insurance was purchased out of com- 
munity property. 

t. Such proportion of the Section 812(b) deduc- 
tions as the value of the gross estate, less the three 
items above, bears to the total gross estate. 

A special rule on the above special rule provided 
that where community property was converted into 
separate property during 1942, or after the date of en- 
actment of the Revenue Act of 1948, the separate 
property must be included in the first three categories 
listed above. A further refinement provided that where, 
in the conversion, the value of the property acquired 
by the decedent exceeded the value of that acquired 
by the surviving spouse, the decedent's separate prop- 
erty shall be considered as community for the purpose 
of the above three categories only with respect to the 
same portion of such separate property of the de- 
cedent as the portion which the value (as of such time) 
of the surviving spouse is of the value (as of such time) 
of the separate property so acquired by the decedent. 

A whole network of complicated rules was set forth 
in the act to preclude the marital deduction where the 
surviving spouse has an interest of lesser scope than 
the surviving spouse generally has in a community 
property state such as Texas, that is, essentially a 
fee interest. For example, if the surviving spouse has 
a life estate or other form of terminable in- 
terest, or if an interest is or may be obtained from 
the decedent by 


any 


anyone other, than the surviving 
spouse or the estate of the surviving spouse for less 
than adequate and full consideration in money or 
money’s worth, no marital deduction is allowed. The 
ordinary “common disaster” clause, if not more than 
a six-month period is used, does not, however, result in 
a denial of the marital deduction. 


Other rules 

Further detailed rules were established for dealing 
with situations involving the following: interests pass- 
ing to unidentified persons; interests in unidentified 
assets; valuation of interests, trusts or life insurance 
where the surviving spouse has a power of appoint- 
ment; the passing of an interest from the decedent to 
any person; the effect of disclaimers and of the op- 
tional valuation provision and the statutory provi- 
sions with respect to previously taxed property; ap- 
portionment of tax in cases involving life insurance 
and powers of appointment; and the gift tax credit. 

These provisions, involving in some cases refined 
questions of local property law, even to the point of 


raising a distinction based on whether the particular 
state law adheres to the rule in Shelley’s Case, to 
determine whether the surviving spouse received a fee 
interest or merely a life estate with remainder to the 
survivor's heirs, completely ignore Mr. Justice Frank- 
furter’s observation in the Hallock that the 
“niceties of the art of conveyancing” have no place in 


case 
the practical law of taxation. 


The gift tax 

With respect to the gift tax, in order to match 
donors of property in non-community property states 
with donors of community property, the 1948 Act 
provided that where a donor, after the date of enact- 
ment of the act, transfers property to his or her spouse 
by gift, half the value of the property is deductible 
from the net gifts subject to tax. Under rules similar 
to those above discussed with respect to the estate tax, 
the marital deduction was denied with respect to gifts 
of community property or separate property con- 
sidered as community property. Detailed rules for the 
application of the marital deduction with respect to 
specific types of interests and particular situations, as 
in the case of the estate tax, were also provided. Gifts 
made by a husband. or wife out of the non-community 
property could, if both the taxpayers consent and so 
desire, be considered as made one-half by each. 


Role of marital deduction 

While the new act did not forbid the use of the 
familiar arrangement of a life estate to the spouse with 
remainder to the children, it did prevent the marital 
deduction there had been no 
estate tax at the death of the life beneficiary. The sur- 


in such case because 
viving spouse could, however, be given a commercial 
annuity or be made the beneficiary of a life insurance 
policy payable in installments without losing the 
marital deduction. If a trust with a life estate provision 
met the following requirements, the marital deduc- 
tion was obtained: 


Necessary requirements 

1. The surviving spouse must be entitled to all 
the income from the trust principal, either for life or, 
if the trust terminates at an earlier date, for the dura- 
tion of the trust. 

2. The trust income must be payable to the sur- 
viving spouse annually or more frequently. 

3. The surviving spouse must have a power (exer- 
cisable alone and in all events) to appoint the entire 
corpus free of trust to himself or his estate. If the 
power is exercisable by will only, the trust is not 
disqualified merely because he also has the power to 
invade only part of the corpus during his lifetime. 

4. If another person is given a power of appoint- 
ment with regard to any part of the corpus, it must 
be exercisable only in favor of the surviving spouse. 

In the case of life insurance, the marital deduction 
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is similarly obtained if the proceeds are receivable by 
the surviving spouse in annual or more frequent in- 
stallments. The installments must commence within 
one year after the decedent’s death, all amounts pay- 
able during the life of the surviving spouse must be 
payable only to such spouse, and the surviving spouse 
must have the power to appoint all amounts payable 
after such spouse’s death to the estate of such surviving 
spouse. 

In the case of married couples, the net effect of the 
1948 provisions was, for all practical purposes, to 
double all the estate and gift tax exemptions and ex- 
clusions. Instead of one estate tax exemption of $60,- 
000, the couple has two totaling $120,000, provided, in 
the case of non-community property, that half of the 
decedent’’s property is left to the surviving spouse in 
accordance with the requirements of the marital deduc- 
tion provisions. Under the gift tax, the effect of the 
1948 Act was to give the couple a total of $60,000 life- 
time exemption instead of $30,000 if, with respect to 
non-community property, half of the $60,000 is given 
by one spouse to the other. In addition, one spouse 
could in such case also give the other $6,000 each year 
without using up any of the lifetime exemption, since 
$3,000 is tax-free by virtue of the marital deduction 
and the other $3,000 falls under the annual exclusion. 
One spouse could, by using all of the possibilities, give 
the other $6,000 per year, plus $60,000 during the life- 
time of the donor, and then $120,000 more under his 
will, without being subject to estate or gift tax. Adding 
the above, over a ten-year period, to their combined 
gifts to third persons—for example, to two children 
who would each receive $60,000 over the same ten- 
year period—the couple could completely dispose of an 
estate of $360,000, without any estate or gift taxes. 

The same possibilities are open to a couple in a 
community property state such as Texas, where the 
property of the couple consists in whole or in part of 
community property. In the case of community prop- 
erty, the marital deduction does not, of course, apply; 
but such deduction is not needed since the community 
property is already owned half by each spouse. As the 
new law was designed, from the standpoint of the tax 
cost of dying or gifting, it made no difference whether 
the property was community or non-community. 

In dollars and cents, the estate tax savings at the 
time of the husband’s death on a $500,000 community 
property estate, without making any gifts at all, and 
assuming five per cent administration costs at the time 
of death, would be the difference between $110,000 be- 
fore the 1948 Act and $43,000, or approximately 
$67,000. Of course, the surviving wife’s estate would 
have to pay an estate tax later at her death on her 
one-half of the $500,000; but if that was also $43,000, 
there would still be a saving of the difference between 
$110,000 and $86,000, or $24,000. 

A serious question arises with respect to the use of 
the marital deduction in connection with separate 
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property in a community property state such as Texas, 
where this income from separate property is considered 
as community property. Assume that a Texas husband 
gives his wife a substantial amount of separate prop- 
erty, thereby taking advantage of the provisions of the 
new Act with respect to gifts of a non-community prop- 
erty by one spouse to another. The income from that 
property continues to belong half to the husband, since 
the income is, under Texas law, community property. 
Has the husband made a transfer which falls under 
Section 2036 of the Code, since he retains “the right 
to the income from the property” and to that extent 
(half) the property must be included in his taxable 
estate at his death? This is only one of the many 
questions that will arise and must, in the end, be 
resolved by the courts. 

The 1954 Code now provides that property in a legal 
life estate qualifies for the marital deduction. The 
property need not be in trust. Moreover, a right to 
income, plus a general power of appointment over 
part of the property, will qualify that part for the 
marital deduction. The new rules have been made 
applicable to situations involving life insurance or 
annuity payments where the surviving spouse has a 
general power of appointment. we 





ODE TO A TAX ATTORNEY 


Out of the feudal murk and mire, 
Out of systems stark and dire, 

Out of Greece and out of Rome, 
Grew our modern capitalist home. 


Out of the corvee and the dole, 
Out of the peasants and the poll, 
Out of patrimenial Knights, 
Came Magna Charter and Bill of Rights. 


From hidage crude and carucage drear, 
To representation took many a year, 
But ad valorem and ad infinitum, 
We now have taxes for all to delight in. 


To vitalize savings, to curb inflation, 

To up production and capital formation, 
From Eve, to Adam, to Mr. Keynes, 

We now have jolly capital gains. 


We also have some stern preventives, 
Offset by glamorous tax incentives, 

But never fear the perilous journey, 
We even have a tax attorney! 


Alice W. Simons 


[The author is the wife of Gustave Simons, well 
known New York City attorney. Ed.| 
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New Rulings favor taxpayers; preferred- 


stock redemptions, spinoffs permitted 


News from the IRS this month in the corporate area is generally good—here 


analyzed are six significant new rulings based on a reasonable concept of the tax- 


payer's needs. Three deal with preferred-stock redemptions, two with spin-offs of 


real estate, and one with a Section 337 liquidation. 


a SIGNIFICANT rulings were re- 
cently issued demonstrating with un- 
usual clarity the policies and approach 
of the Internal Revenue Service toward 
preferred-stock redemptions. 

It will be 
the 1939 Code a redemption of pre- 
ferred stock, absent a business purpose, 


remembered that under 


was most frequently treated as a divi- 
dend if the stockholder also had com- 
mon stock which he continued to re- 
tain. On the other hand, if the holder 
of the preferred stock turned it all in 
for redemption and had no common, it 
was usually given capital gain treatment. 
The basic test normally was whether the 
business 


stockholder continued in the 


after the preferred redemption or 
whether the redemption represented a 
complete termination of his interest. 
Unfortunately, this fairly simple solu- 
of the 
enactment of the constructive-ownership 
Section 318 of the 1954 Code. 


section necessary to 


tion became confused because 
rules of 
This 
examine the relationship of all the stock- 


made it 


holders to the owner of the preferred 
stock, and frequently by reason of the 
constructive-ownership rules a preferred 
redemption became virtually impossible. 


Related stockholders 


The impact and effect of these simple 
concepts is graphically displayed in Rev. 
Rul. 56-521. page 16) 
Here all the outstanding stock of the 


(see summary, 


corporation was owned by three persons 
who were related to each other, that is, 


two brothers and a sister. All of the 


common stock was owned by one 
brother, most of it having been acquired 
from his father’s estate some 20 years 
before, and the preferred stock was 
divided between the two brothers and 
the sister. The company redeemed all of 
its outstanding preferred stock by cash 
payment to each of the three share- 
holders. After the redemption, one 
brother and his sister no longer had any 
stock in the corporation, whereas the 
second brother continued to ‘retain all 
of the common stock. Under these facts, 
the Service, of course, ruled that as to 
the brother who owned all of the com- 
mon stock the transaction had to be 
treated as a dividend. As to the brother 
and sister who had no common stock, 
they obviously were entitled to and did 
receive capital gain treatment. The re- 
demption of the preferred completely 
terminated their interests in the corpo- 
ration and, hence, the distribution did 
not have the effect of a dividend as to 
them. 

Although the point is not discussed in 
the ruling, it does serve to bring out 
a very significant feature of the con- 
structive-ownership rules of Section 318. 
In the absence of some other legal rela- 
tionship, such as under a trust, an 
estate, a partnership, etc., brothers and 
sisters are not victims of the constructive- 
ownership rules under Section 318. The 
curse applies only to parents, children, 
grandchildren, etc., i.e., to direct vertical 
relationships, as well as to spouses. 

Now the stockholder who 
received the dividend treatment in Rev. 


common 





Rul. 56-521 unfortunate in not 
having a business purpose for the re- 
demption of his preferred stock. Al- 


though this point is not discussed in the 


was 


ruling, business purpose has always been 
considered as one of the most important 
factors in determining whether a re- 
demption is a sale or is to be treated as 
We find that a 
purpose was sufficient to prevent divi- 
dend treatment in Rev. Rul. 56-485, (see 
5JTAX 382) even though it was only a 
partial redemption (20%) of the pre- 
ferred stock, and moreover, in spite of 
the fact that most of the preferred stock- 
holders were also common shareholders 


a dividend. business 


and, therefore, continued in the business 
after the redemption. 


Favorable rule on preferred redemption 


Rev. Rul. 56-485 is an important one 
in the administration of Section 
302; it demonstrates that given a true 
business purpose a favorable ruling can 
be secured under Section 302(b)(1). The 
reason for the redemption in this case 
was to eliminate as much as possible of 
the onerous burden of a very high divi- 
dend rate (8%) on the preferred stock 
which had cumulative dividends which 
had not been paid for some 30 years. 
The company redeemed as much of the 
preferred stock (20%) as it was able to 
do with its available funds. The Service 
stressed that the preferred stock was 
owned by 54 persons, all but four of 


also 


whom also owned common stock, that 
the common and preferred stock was 
not held proportionately among the 
various shareholders, and that no single 
shareholder or family group had more 
than 25% of the voting power of the 
company. 

The cardinal feature of the ruling 
was to permit capital gain treatment to 
a preferred-stock redemption, even 
though 50 of the 54 preferred holders 
also continued in the business as com- 
mon shareholders. The second and al- 
most equally important factor is that 
the ruling permitted a partial redemp- 
tion of the preferred as distinguished 
from a complete termination of the 
preferred stock. Perhaps the ruling may 
technically be limited in application to 
similar factual situations. Likewise, the 
relatively large number of stockholders, 
the lack of voting control in any single 
family, and the disproportion between 
the preferred and common stockhold- 
ings made a favorable ruling easier to 
attain. Nevertheless, the ruling should 
dispel much gloom in the redemption 
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area; it permits under proper conditions, 
particularly with sufficient business pur- 
pose, a partial redemption where the 
shareholders continue their stake in the 
corporation. 

Lest it bring on a wave of partial re- 
demptions, it may be well to observe 
that the Internal Revenue Service will 
no doubt be rather hard to convince as 
to the business and non-tax purpose for 
many of such partial redemptions. 


Redemption and no business purpose 

Che third in the recent wave of pre- 
ferred-stock redemption rulings is Rev. 
Rul. 56-540 (see summary, page 15). 
Chis one we find somewhat of a puzzler. 
Capital gain treatment was permitted to 
a redemption involving some share- 
holders who continued on as common 
stockholders, although no specific busi- 
ness purpose was spelled out. The Serv- 
ice tells us only that there were “bona 
fide reasons” for the redemption. Per- 
haps the business purpose was specified 
in the application but not in the ruling 
itself. We think the vital clue in this 
case is that the stock was widely held. 
[here were 313 preferred shareholders 
and 191 common stockholders. No doubt 
a closely held company with 5 or 10 
shareholders would have a greater bur- 
den to establish that the preferred re- 
demption was not the equivalent of a 
dividend. 

Other significant factors contributing 
to the favorable ruling were these: (1) 
there was no proportional relationship 
or “pattern of stock ownership between 
the holders of the preferred and com- 
mon stock”; (2) the 


originally been sold by the corporation 


preferred had 


for cash, i.e., not issued as a stock divi- 
dend; (3) holders of 75% of the pre- 
ferred shares which were redeemed did 
not own any common stock (and hence, 
did not continue in the business); (4) in 
order to redeem the preferred the com- 
pany had to borrow a portion of the 
cash at a favorable rate of interest [pos- 
sibly, though not stated, the preferred 
dividend rate was higher than the in- 
terest rate on the loan — this has been 
held to be a business purpose in litigated 
cases]. In any event, we welcome this 
and the other recent favorable preferred- 
stock-redemption rulings as a demonstra- 
tion of a realistic and reasonable ap- 
proach to a troublesome question. 


Vore successful spinoffs 
In the past your editor has expressed 
some pessimism as to the Service’s re- 





strictive view on spinoffs of real estate. 
Lately we detect a more liberal ap- 
proach. Two recent rulings have per- 
mitted a nontaxable spinoff of stock in 
a real-estate-subsidiary corporation. They 
are Rev. Rul. 56-554; Rev. Rul. 56-555 
(see summaries, pages 15 and 16). Each 
ruling involved a bank which wished 
to spin off its real-estate operations to 
its shareholders. Sound business reasons 
were presented for the spinoff (e.g., the 
land had speculative value and hindered 
expansion). The five-year separate busi- 
ness test was readily satisfied. 

These rulings differ principally in the 
mechanics of accomplishing the spinoff. 
In the first, the land was already op- 
erated and managed by a subsidiary; 
hence, the bank simply distributed the 
stock of the subsidiary to its own share- 
holders. In the second ruling, the real 
estate was owned directly by the bank; 
thus, as step one, a subsidiary had to be 
formed to which was transferred all its 
real estate, and thereafter the stock of 
the new subsidiary was distributed to the 
stockholders of the bank. 

There are two features of these spin 
off rulings that deserve attention. First 
we note that the Service continues to 
adhere to its “bali-out” ban with respect 
to spinoffs as well as reorganizations 
generally. In Rev. Rul. 56-554, the 
Service noted “there was no intention to 
sell or otherwise dispose of the stock 
of the bank or the stock of the subsidiary 
corporation after the distribution.” Now 
this is typical language used in its rul- 
ings, but it strikes our curiosity here be- 
cause the ruling also states the stock 
of the bank was widely held and traded 
over the counter. Surely the Service did 
not intend to restrict the market for the 
bank stock. While the bail-out theory 
might be applied if the stock of the sub- 
sidiary were sold under a pre-arranged 
plan, shortly after the spinoff, we doubt 
that the mere fact of a sale of the 
widely held and traded stock of the 
present corporation should affect the 
spinoff. (But see Regulations, Section 
1.355-2(b)). 

We are also curious about the Serv- 
ice’s phrase “sell or otherwise dispose.” 
Does this mean that the stockholder 
could not give away his newly received 
stock without upsetting the ruling? We 
think no restriction on gifts was in- 
tended since a gift brings no cash into 
the hands of the giving shareholder 
and, hence, is not really a “bail-out.” 

In Rev. Rul. 56-555, there was some 
slight hedging on this point. Instead of 
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the usual categorical commitment of no 
intent to sell the stock, the ruling states 
merely that “the management has no 
knowledge of any unified or concerted 
plan by any of the stockholders to sell 
or dispose” of the stock of either com- 
pany. This is a more realistic approach 
to the bailout test, especially where the 
stock is so widely dispersed that it would 
be difficult if not impossible for the 
management to survey and police the 
sales activities of all its shareholders. If 
such a test has to be applied, would it 
not be sensible to worry only about the 
sales plan of a controlling stockholder 
or the principal shareholders? 

We find Rev. Rul. 56-555 of interest 
also because it slightly opens the door 
which was locked rather tightly in Regu- 
lations, Section 1.355-1(d) as to pro- 
posed spinoffs of real estate used in the 
business. For instance, an example in 
the Regulations treated a bank build- 
ing, which was occupied 75% by the 
bank for its own business and 25% 
rented out, as not being sufficient 
to constitute a separate business for 
spinoff purposes. However, the Regu- 
lations had approved a proposed spin- 
off of a building where 10 of the 11 
floors were rented out to various tenants. 
This ruling permitted the taxpayer to 
spin off, through a newly organized sub- 
sidiary, a building which it occupied 
35% for its own quarters and leased out 
the remaining 65%. Other real estate 
was also transferred to the new sub- 
sidiary. We hope that this ruling will 
symbolize a more sensible attitude in 
permitting proper spinoffs of real-estate. 

A third spinoff ruling involving an- 
other bank presents an intriguing twist 
(Rev. Rul. 56-557 (see summary, page 
16)). Among the various assets spun off 
to its shareholders, including residential 
properties, rural acreage, stock in other 
corporations, etc. there were certain in- 
consisted of 
mineral rights, corporate stocks and a 


vestment assets. These 
27% interest in an insurance agency 
partnership. These investment assets 
equaled 11.43% of the total properties 
spun off. 

The prime point is that the Regula- 
tions (Section 1.355-1(c)) take a dim view 
of a spinoff of investment assets under 
the theory that “the holding of invest- 
ment assets does not constitute the ac- 
tive conduct of a trade or business.” 
Fortunately, the Service has receded 
somewhat from the extreme view of the 
Regulations. It now holds that since the 
investment assets, “which had no re- 
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lation to the real-estate activities repre- 
sent only a small portion of the total 
the 
ration,” the transfer did not prevent the 


assets transferred to new corpo- 
application of Section 355. Now finally 
it seems that it is possible to spin off 
investment assets. But who can say with 
the 
15° 


enough, or must we adhere to a 11.43% 


any certitude what is requisite 


“small portion”? Will be small 


0 
formula! 


Section 337 liquidation succeeds 


In the usual Section 337 situation we 
are not concerned about the identity 
of the purchaser of the corporate assets. 
So long as the assets are sold within the 
12-months period after the adoption of 
the plan of complete liquidation (and 
other conditions are met), there is no 
gain or loss to the dissolving corpora- 
tion. But suppose the shareholders form 
a new corporation and have their old 
corporation in liquidation sell the op- 
erating assets to the new company, while 
they receive the cash and liquid assets 
in the liquidating distribution. In such 
a situation it is likely the Commissioner 
will assert that the transaction is a re- 
organization, not a complete liquidation, 
and that the shareholders are subject to 
ordinary tax on the liquid assets dis- 
tributed as in effect a dividend, or boot 
received in a reorganization under Sec- 
tion 356. The Commissioner would, no 
doubt, cite the Lewis case (176 F.2d 646 
(Ist Cir. 1949)) as convincing authority. 

But in Rev. Rul. 56-541 (IRB 1956-44, 
8, Oct. 29, 1956) the new corporation 
was formed by individuals who were not 
stockholders, the old 


company were sold to it under a plan 


and the assets of 


of complete liquidation pursuant to 
Section 337. For good and satisfying 
business reasons, however, the principal 
stockholders of old liquidating 


corporation (7 out of 45 shareholders, 


the 


who owned 80% of the old company) 
of the 
stock of the new corporation. Without 


were permitted to purchase 45% 
0 


the 
the reorganization-boot 


bothering to cite or distinguish 


Lewis case or 
theory, the Service approved the trans- 
action, with no tax to the old corpo- 
ration under Section 337 and capital 
gain treatment to the old shareholders 
for the cash and debenture notes re- 
ceived in the liquidation. No doubt if 
the old 80% shareholders had received 


80% of the stock of the new corporation 


there might have been reorganization- 
dividend trouble. See Section 368(a)(1) 
(D) and 368(c). Meanwhile tax men will 
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be pleased to be reminded that a liqui- 
dation-reincorporation is still feasible, 
given the right factual situation. 
Taxpayers favored 

Altogether the recent rulings favored 


the taxpayers’ position almost 100%, 


natural enthusiasm flavor 
editor’s normally objective ap- 
proach. We hope the Service has not 


and a may 


your 


adopted a rule of publishing mainly its 
favorable rulings. In any event, the cur- 
rent batch reflects a mature and _ busi- 
nesslike solution. % 


Parents get capital gain under Sec. 302(b )(3) 


redemption though son stays in business 


bee MEN will welcome enthusiastically 
a recent ruling which charts the path 
for securing capital gain treatment for 
parents who wish to have their stock 
redeemed and let their children carry 
This had been 
sidered a difficult problem fraught with 


on the business. con- 
risks because of the constructive-owner- 
ship rules of Section 318 and the ten- 
year freeze-back and freeze-forward rules 
of Section 302(c). Rev. Rul. 56-556 (see 
summary, page 15) demonstrates that, 
the hurdles 


and restraints imposed in Section 302(c) 


nothwithstanding serious 
and Section 318, such a redemption is 
feasible. 

The hurdles referred to, which have 
been bothering tax men since Section 
302 was enacted, are threefold. First, 
under Section 318(a)(1)(A) and Section 
302(c)(1) a parent constructively owns 
the stock held by a son and other speci- 
fied members of his family. Hence, it is 
feasible for a 


not parent to secure a 


complete-termination-type redemption 
for capital gain treatment under Section 
302(b)(3), where a son continues on as a 
stockholder, unless he can also comply 
with the stringent requirements of Sec- 
tion 302(c)(2). This brings into play the 
other hurdles which have been con- 
veniently dubbed the ten-year freeze- 
back freeze-forward. 
The last one effectively keeps the retiring 


and the ten-year 
shareholder out of the business either as 
an officer, director, employee or stock- 
holder for ten years after the redemp- 
tion of all his stock. If he goes back in 
within that period, the dividend ax is 
lowered retroactively to the year of the 
The backward 
freeze prevents a complete termination 
under Section 302(b)(3) if at any time 
ten years before the redemption the 
parent had given or sold stock to his 
child and the child was still a stock- 
holder at the time of the redemption. 


redemption. ten-year 


(The freeze also applies to acquisitions 
by the parent from the child). The only 


exception to the backward freeze is that 
this prior acquisition by the child, etc. 
“did not have as one of its principal pur- 
poses avoidance of Federal income tax.” 
This plainly is not an easy exception to 
rely upon. 

Our readers will recognize that the 
above is a very simplified version of these 
complex and tight restraints imposed by 
Section 302(c) on complete terminations. 
They will also realize why tax men 
generally concerned and 
bothered by how these rules would be 
administered by the Service. Many of 
the doubts and clouds have now been 
rolled away by Rev. Rul. 56-556, 


have been 


The factual situation presented in the 
ruling is important and hence we will 
quote it directly: 

“The holder of an automobile dealer 
franchise and his wife owned 255 shares 
of the stock of the corporation created 
to exercise this franchise. Their son 
owned all of the 80 remaining shares, 
having received them as a gift from the 
father in 1947. At the time of the gift, 
the father did not intend to retire from 
the business or have his son acquire the 
franchise. 

“Early in 1955 the franchise holder 
and his wife advised the manufacturer 
that they wished to retire from the 
business. Because the franchise was non- 
assignable, it was necessary to find a 
purchaser acceptable to the manufac- 
turer, After refusing to approve several 
persons interested in the purchase of 
the the 


cated that it would be willing to approve 


franchise, manufacturer indi- 
a transfer to the franchise-holder’s son 
if suitable financial arrangements could 
be made. The son had been active in 
the 1945 and was sales 
manager for the past three years. 
“Under the plan agreed upon, the 


business from 


son purchased 50 shares of stock from 
his father at their fair market value, 
paying half the price on delivery of the 
stock and agreeing to pay the balance 
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with 5% interest in installments over 
a period of ten years. In addition, the 


father and mother surrendered all their 
remaining stock in the corporation to 
it in exchange for cash, securities and 
improved real property, the sum of the 
cash and fair market value of the securi- 
ties and property being equal to the 
fair market value of the stock  sur- 
rendered. At the same time, they re- 
signed as officers, directors and em- 
ployees of the corporation. In accord- 
ance with the requirements of Section 
302(c)(2)(A) of the Code and Section 
1.302-4(a) of the Income Tax Regula- 
tions, they agreed in writing to notify 
the Internal Revenue Service if they 
should re-acquire any interest in the 
assets or business of the corporation, or 
if they should render any services to it 
within ten years of the date of the 
redemption,” 

Under these facts, the Service prop- 
erly ruled that the redemption of the 
parents’ stock qualified as a complete 
302(b)(3) 


and, hence, for capital gain treatment. 


termination under Section 
But, of course, the ruling imposed the 
restraint of the ten-year forward freeze 
and in effect made the capital gain treat- 
ment conditional upon the parents stay- 
ing out of the business entirely for ten 
years. In fact, the ruling specifically 
holds that if either parent re-acquires an 
interest in the business or assets of the 
corporation or renders services to it 
within ten years after redemption, then 
the redemption will be treated as a 


dividend. 


Unusual significance of Ruling 

There are several features of this rul- 
ing that have added significance. The 
prime reason the taxpayers were able to 
attain at least conditional capital gain 
302(b)(3) is 
that they were able to convince the 
Service that the gift by the father to 
the son of the 80 shares in 1947 (within 


treatment under Section 


the ten-year backward freeze) “did not 
have as one of its principal purposes the 
avoidance of Federal income tax.” Thus, 
the ten-year backward limitation was 
held not to apply. The reasons for this 
prior gift are not completely clear, but 
we might assume it was to give the son 
a proprietary stake in the business. If 
the gift had been purely to minimize 
the father’s income taxes, the favorable 
ruling, of course, would not have been 
feasible. 

It is also vital to note how completely 
the parents are required to stay out of 


the business for the ten years after the 
redemption. The language of the rul- 
ing goes beyond even the stringent re- 
quirement of Code Section 302(c)(2)(A) 
(i) and (ii), which dictates that the re- 
tiring shareholder must not within that 
ten-year period require an “interest in 
the corporation (including an interest 
as officer, director, or employee), other 
than interest as a creditor.” The ruling 
would even forbid “any services” to the 
corporation within ten years, “with or 
This would 


without compensation.” 
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preclude any gratuitous services and 
clearly requires a complete, absolute and 
final divorce from the corporate affairs. 
One wonders whether it would be better 
for the parents to move out of the state 
to prevent any temptation to help out 
the corporate business! Apparently un- 
called-for or free advice to the manage- 
ment could be risky. 

In any event, the ruling is an im- 
portant step forward and should go far 
in dispelling much of the uncertainties 
in Section 302(b)(3) redemptions. “< 


Two spin-off possibilities in the news; 


Textron and New York Central activity 


a ScHuLz, one of our contribu- 
tors and a Milwaukee tax attorney, 
invites our attention to two recent news 
items in the Wall Street Journal which 
present interesting spinoff problems. He 
says this: 

The diversification of Textron, Inc. 
raises an intriguing question as to what 
happens to a net operating loss carry- 
over when the “business” in which it in- 
heres is spun off. More basically, it 
suggests an inquiry concerning whom 
the income tax law regards as the 
“owner” of a net operating loss. Is it the 
corporate entity, its shareholders, or the 
assets and related activities which the 
tax law regards as a “business’’? 

The second news item in the same 
issue of the Wall Street Journal reports 
on the proposed distribution by New 
York Central of its U. S. Freight Co. 
stock holdings. This also raises interest- 
ing problems as to whether a spinoff 
could be effected when the spun-off 
stock is owned not by the corporation 
making the distribution but rather by 
an intermediate subsidiary corporation. 

In Textron, it is indicated that a pro- 
posed spinoff whereunder Textron pro- 
posed to spin off Amerotron Corp., its 
textile subsidiary, had been abandoned 
or postponed. Under the proposal Tex- 
tron would have gone out of the textile 
business, but wished to retain for itself 
the loss carryover which was sustained in 
the textile operation. This obviously was 
thought to be the most desirable feature 
of the plan. 

Section 381 specifically does not cover 
carryforwards in divisive reorganizations 
by reason of the requirement that “sub- 
stantially all” of the assets be trans- 
Sections 381(a)(2) and 


ferred under 


354(b)(1). Comparably, it does not cover 
partial liquidations. In general, under 
Section 381, the availability of net op- 
erating loss carryforwards does not de- 
pend upon the retention of the old 
corporate entity (the same “taxpayer’’) 
as was apparently the case under the 
1939 Code. (But see Stanton Brewery 
Co., v. Commissioner 176 F.2d 573 (2d 
Cir. 1949). 

Under Section 382, even the “same 
taxpayer” will lose its net operating loss 
carryforward if 50 percentage points of 
its stock (in market value) changes hands 
within a two-year period and the corpo- 
ration does not continue to carry on a 
trade or business substantially the same 
as that conducted before the change in 
ownership. The change in ownership 
must arise by way of “purchase” or by 
way of redemption other than a re- 
demption to pay death taxes. 

Under Section 382, the benefit of the 
carryforward in 
ther the 


reorganizations (whe- 


‘same taxpayer” is retained as 
an existing entity or not) is also re- 


— 


tax problems? 
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Federal tax questions, keep 
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duced by five percentage points for 
every percentage point less than 20% 
(in fair market share- 


holders of the loss corporation receive 


value) which 


in the acquiring corporation. In other 
words, if the shareholders of the loss 
corporation have a 19% interest in the 
reorganized corporation, the loss carry- 
over is reduced from 100% to 95%; 
and an 18% interest reduces the carry- 
over to 90%, etc. This rule, however, 
does not apply to two corporations 
which are owned substantially by the 
same persons in the same proportions. 

Where a loss has been sustained by 
a subsidiary, the change of its owner- 
ship by way of distribution of its stock 
to the parent’s shareholders should not 
bring the change-of- 
ownership rule of Section 382 even if 


into operation 
there is a change in business. This is be- 
cause the change in ownership would 
not be attributable to the “purchase” or 
to a decrease in the outstanding stock 
of such corporation. In that instance, 
it would seem that the net operating 
loss would normally inhere in the en- 
tity. If, however, the business enterprise 
the 
operated as part and parcel of the 


which generated loss has been 
parent corporation and the operating 


division or bundle of assets constitut- 
ing the separate business is then trans- 
ferred to a new corporation whose stock 
is spun off, it is true that there appears 
to be no basis for transferring the net 
operating loss to the new corporation. 
There seems to be nothing in Sections 
381 or 382, however, which would deny 
the the 
original corporation within whose entity 


benefit of carryover to the 
the loss was originally sustained. Loom- 
ing over such a transaction, of course, 
would be the question of whether the 
assets of the loss business had been 
previously acquired to obtain the tax 
attributes; the disposition or distribution 
of the assets constituting this business 
before the acquired tax carryover had 
been exhausted would, no doubt, cause 
the Service to look quickly to Section 
269, in order to deny the benefit of the 
carryover. This allowance, presumably, 
would have to be based upon the cir- 
cumstances surrounding the prior trans- 
action in which the loss business was 
originally obtained. 

These comments, of course, are based 
entirely upon the news reports. It would 
be interesting to know whether the pro- 
posed Textron spinoff had been sub- 
mitted to the Service for a ruling and 


what the Service’s reaction was. 
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As to the New York Central distri- 
bution, again the comments are based 
entirely upon the news report. Here 
New York Central declared: a dividend 
of one share of U. S. Freight Co. stock 
for each 21 shares of Central held. This 
dividend of stock of another company 
is in lieu of Central’s regular cash divi- 
dend. Incidentally, the stock of U. S. 
Freight is not owned directly by New 
York Central, but rather through a 
subsidiary holding company. It is, of 
course, clear that the nontaxable stock 
dividend Section 305 has no application 
another 
company. Hence, the only way to make 
the distribution tax-free would be by 
qualifying the transaction as a spinoff 
under Section 355. The required busi- 
ness reasons are listed (conflict of in- 
between Central and U. S. 
Freight’s position handicaps the latter’s 
plan to expand). But other spinoff prob- 
lems remain. 


as to a dividend of stock in 


terests 


It appears, from the news report, that 
possibly New York Central does not 
own 80% control of U. S. Freight. Sec- 
tion 355(a)(1)(D) requires that the dis- 
tributor either (a) distribute all of the 
stock of the corporation 
owned by it, or (b) distribute an amount 
of stock in the controlled corporation 


controlled 


constituting control within the meaning 
of Section 368(c). Section 368(c) defines 
control as 80% of voting power and 80% 
of the total number of shares of all 
other classes of stock in the corporation. 

However, given this control, an in- 





Corporation too thin; stockholder was 
tax-exempt; “creditors” were former 
owners. Three persons who owned a 
successful drug company with a sizable 
surplus entered into an agreement with 
an exempt organization to form a new 
corporation. The exempt organization 
invested $1,000 for all of the stock, and 
the individuals transferred their shares 
in the drug company for $4 million in 
corporate notes payable over 11 years. 
The new corporation then took over all 
the assets of the drug company in com- 
plete liquidation and paid out to the 
individuals $400,000 in cancellation of 
part of the On the facts, the 
$4 million is held not to be corporate 


notes. 


indebtedness but rather equity capital, 
and a deduction for “interest’”’ is denied. 
Furthermore, 


the creation of the new 


corporation was a tax-free reincorpora- 


New corporate decisions this month 


teresting question is presented. Can a 
parent corporation actively engaged in 
one business which indirectly owns, by 
means of ownership of the stock in a 
holding company subsidiary the stock 
of a second business (the second business 
being an operating subsidiary of the 
holding subsidiary), achieve ultimate tax- 
free distribution of the second operat- 
ing company’s stock to the first operat- 
ing company’s shareholders? Literally, 
Section 355 does not permit such distri- 
bution completely tax-free if the holding 
company other than the 
stock of the controlled company. More- 
over the Regulations under Section 355 
do not permit the spinoff of solely in- 
vestment assets since they are not con- 
sidered as a separate business within the 
meaning of the statute. It does seem 
unduly restrictive that a spinoff could 
not be achieved in such circumstances, 
and it also seems a warranted sugges- 
tion, at any rate, that if a holding com- 
pany is to be used to control an operat- 
ing subsidiary, the assets which this hold- 
ing company owns should be limited to 
securities in the operating subsidiary. 
In the final analysis, we have been 


Owns assets 


compelled to indulge in pure tax specu- 
lation on the basis of a rather sketchy 
news report, all of which is quite un- 
scientific but rather good mental exer- 
cise for the news-searching tax man. 
Meanwhile it is entirely possible that 
New York Central is perfectly content to 
have its shareholders pay the tax on 
such a bountiful dividend. * 


tion of the old drug company so that 
the of $400,000 to the in- 
dividual equity owners constituted a 
dividend distribution out of transferred 
“earnings and profits.” Kolkey, 27 TC 
No. 4. 


payment 


Stockholder-guarantor has ordinary loss 
on payment of corporate notes. As the 
principal stockholder of a corporation, 
taxpayer endorsed two promissory notes 
of the corporation. He then sold his 
stock, and upon the bankruptcy of the 
corporation he was required to pay the 
notes. The court permits him to deduct 
the payment as an ordinary loss. The 
court does not give the reason for its 
holding; however, the facts show that 
taxpayer was the principal stockholder 
of five other corporations and that he 
frequently endorsed these corporations’ 
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notes personally to aid them to obtain 
loans. Durden, DC Ala., 10/17/56. 


Stockholder who guarantees corporate 
product can deduct payments to pur- 
chaser. Taxpayer personally guaranteed 
that equipment sold by the corporation 
of which he was a principal stockholder 
was suitable for the purchaser’s needs. 
Upon threat of suit under the guaranty, 
taxpayer settlement 


entered into a 


agreement and paid a compromise 
amount. The court holds the payment 
fully deductible under three categories: 
ordinary loss, business expense, and non- 
business expense. Durden, DC Ala., 


10/17/56. 


Payments to stockholders of price of 
stock allowed as expense. To free it- 
self of an onerous contract with an agent 
who was the company’s founder, tax- 
payer-insurance company agreed to as- 
sume the founder’s obligation to return 
to the stockholders of taxpayer the pur- 
chase price of their stock. The Tax 
Court held that the payments were not 
deductible by the insurance company, 
that taxpayer did not prove they were 
ordinary and necessary business ex- 
penses, and that prima facie they are 
dividend distributions to the extent of 
the corporate surplus. The circuit court 
reverses. It holds that the payments were 
a necessary expense incurred for business 
reasons and that it was ordinary because 
it was incurred to end an onerous con- 
tract. It was not a tax-avoidance scheme. 
Capitol Indemnity Insurance Co., CA-7, 
10/26/56. 


Bank can spin off subsidiary holding 
speculative real estate acquired on de- 
faults. A bank held all of the stock of 
a subsidiary which for over five years 
owned real estate and other assets of a 
speculative value acquired on defaults 
of obligations to the bank. The bank 
sought to divest itself of its interest in 
the subsidiary by (1) causing the sub- 
sidiary to distribute to the bank most 
of the operating assets; and (2) distribut- 
ing the subsidiary stock to the bank’s 
shareholders without surrender by them 
of any of the bank stock. The Service 
holds that the distribution of the assets 
to the parent is a taxable dividend but 
that the distribution of the subsidiary 
stock to the parent’s stockholders is a 
tax-free spinoff under Section 355. [See 
comment, page 11. Ed.] Rev. Rul. 56-554. 


Preferred redemption not taxable as a 
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dividend. A corporation had 570 share- 
holders; 313 held preferred, 191 held 
common, and 66 owned both preferred 
and common. No proportional relation- 
ship or pattern of stock ownership 
existed between the holders of the two 
classes of stock. A redemption of all of 
the preferred is not substantially equi- 
valent to a dividend; it therefore is a 
distribution in full payment in exchange 
for the stock. [See comment, page 11. 
Ed.| Rev. Rul. 56-540. 


Termination of parents’ interest in 
corporation qualifies for capital gain. 
A husband and wife who held a majority 
stock interest in a corporation retired 
completely from the business and sold 
their shares back to the corporation, 
leaving their son as sole stockholder. 
The redemption is a complete termina- 
tion of stock interest subject to capital 
gain treatment under Section 302, pro- 
vided neither parent reacquires an in- 
terest in the business or render services 
to the corporation within ten years of 
the transfer. If this condition 
the family-attribution-of-ownership rules 
will not be applicable, and since the 
parents are not treated as owning the 
son’s stock, the termination of interest 
is complete. [See comment, page 12. Ed.] 
Rev. Rul. 56-556. 


is met, 


Capital gain results from redemption 
pursuant contraction. A 
corporation had undergone a genuine 
contraction of its business; it had sold 
its cracker business and retained only 


to business 


its bread business. It made a pro-rata re- 
demption of stock in partial liquidation. 
The stockholder’s gain is capital. Rev. 
Rul. 56-518. 


Corporate distribution a dividend. A 
corporation actively operates a paper 
business and also owns mining property 
which it leases on a royalty basis. A 
distribution of the mining property sub- 
ject to the lease is a taxable dividend to 
the extent of the corporate earnings and 
profits. The leasing of the mining prop- 
erty is not a “trade or business”; conse- 
quently, the distribution cannot be 
treated as a termination of a business 
and a partial liquidation. Rev. Rul. 56- 
512. 


“Liquidation” really a reorganization; 
proceeds are “boot” and a dividend. 
[Certiorari denied| Taxpayers owned 
80% of the stock in a Tennessee Pontiac 
agency. The who 


general manager, 


owned the other 20% of the stock, de- 
cided to retire. Pursuant to its terms, 
the General Motors dealership agree- 
ment was cancellable on his retirement. 
A new corporation was organized, the 
taxpayers Owning almost all the stock. 
The old corporation transferred some 
of its assets at book value to the new, 
and distributed the balance in liquida- 
tion. The Commissioner argued that the 
effect of the series of transactions was a 
reorganization plan, and the assets dis- 
tributed by the old corporation were 
“boot” and taxable as a dividend. The 
circuit court agreed on the ground raised 
by the Commissioner and also on the 
Tax Court’s further view that the net 
effect of the whole transaction was to 
continue the business with a withdrawal 
of a substantial part of the old corpora- 
tion’s surplus. That a minority share- 
holder was bought out as part of the 
transaction did not alter this conclusion. 
The court did reduce the dividend, how- 
ever, by the amount which the taxpayers 
invested in the new corporation, on 
the theory that that amount was, in 
effect, transferred from the old corpo- 
ration and remained in the business. 
Liddon, cert. den., 10/8/56. 


FNMA dividends qualify for credit and 
exclusion. Dividends received on the 
common stock of the Federal National 
Mortgage Association, a federal agency 
operating as a self-supporting business, 
are eligible for the dividends-received 
credit and exclusion. Rev. Rul. 56-510. 


Distribution was liquidation despite sub- 
sequent reactivation of corporation. At 
the same time that taxpayer’s wholly- 
owned corporation went out of the 
business of buying and _ processing 
secondhand clothing, a new corporation, 
of which taxpayer was only half owner 
and which was designed to take over the 
merchandise-procuring function, was 
organized. The court holds that the dis- 
tribution by the wholly-owned corpora- 
tion of its inventory to taxpayer who 
personally sold it was a partial liquida- 
tion and not a taxable dividend, even 
though several months later, on a 
change of plans, the wholly-owned corpo- 
ration and the new 
corporation was liquidated instead. 
Weinman, TCM 1956-229. 


was reactivated 


Preferred redempton a dividend to 
holder of common also. Three related 
persons owned all the preferred stock 
of a corporation, and one of them owned 
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all the common, The redemption by the 
corporation of all the preferred was 
treated as a dividend to the sole holder 
of the common because the net effect 
was to distribute earnings to him with- 
out altering his equity. The redemption 
was a distribution in exchange for stock 
to the othe1 
10. Ed.| Rev. 


two. [See comment, page 
Rul. 56-521. 


No gain on sale of assets by dissolving 
corporation. A corporation adopted a 
plan of complete liquidation and within 
12 months sold its assets to a new cor- 
poration. No gain or loss is recognized 
to the old corporation on the sale of 
its assets even though shareholders who 
owned 80% of the old stock purchased 
45°, of the stock of the new corpora- 
tion. [See page 12. Ed.] Rev. Rul. 56-541. 


Sale to controlled corporation recog- 
nized though 2 days after stock issu- 
ance. Partners engaged in logging, mill- 
ing and marketing of lumber transferred 
part of the partnership assets to a new 
corporation on December 31, 1946 in 
return for stock. Two days later they 
transferred the remaining partnership 
assets to the corporation under a ten- 
year installment-sales contract. The court 
holds that the sales contract was separate 
and distinct from the incorporation; 
that it was not a “security” received in 
exchange for property, and that gain was 
recognized on the transfer. Accordingly, 
the basis for depreciation of assets ac- 
quired under the contract was their cost 
to the company. Brown, 27 TC No. 3. 
Property was acquired by purchase; 
basis is cost not predecessor basis. 'Tax- 
payer contended that it should be 
allowed as invested capital the basis of 
the assets in the hands of the predeces- 
sor owner, a receiver in bankruptcy to a 
court order for sale. The court finds that 
the transfer was a sale, not a tax-free re- 
organization. Select Theatres Corp., DC 
NY, 10/1/56. 
Notes were securities in tax-free ex- 
change, not basis of property acquired 
thereby. [Certiorari denied] Certain in- 
dividuals purchased from the Army 
buildings which had been erected on 
land owned by them. Taxpayer-corpora- 
tion was subsequently formed, and the 
individuals received stock and notes in 
exchange for the buildings. The corpora- 
that, in 
basis for the buildings, the face value 


tion contended determining 


of the notes should be added to the 
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stockholder’s basis for the buildings. The 
Fifth Circuit held that the notes issued 
securities and 


were that there was a 


transfer to a controlled corporation 
under Section 112(b)(5) of the 1939 
Code (Section 351 of the 1954 Code). 
The basis of the property to the corpo- 
ration is therefore limited to the stock- 
holder’s cost of the buildings. Camp 
Wolters Enterprises, Inc., 
10/8/56. 


cert. den., 


No loss on “sale” to new corporation; 
“sale” was a reorganization. [Certiorari 
denied| Members of three families 
owned 76% of the stock of a corporation 
which decided to sell its noninventory 
assets and liquidate. The assets were sold 
at a publicized public auction, but the 
only bid was made on behalf of a new 
corporation, 8714% of whose stock was 
owned by the same three families. The 
sale resulted in a substantial loss, which 
was deducted by the taxpayer. The Com- 
missioner contended that the transaction 
was a reorganization and that the loss 
was not allowable. The Seventh Circuit 
agreed. The owners of 76% of the stock 
of the old corporation also owned more 
than 80% of the stock in the new corpo- 
ration. Neither the fact that they did 
not own more than 80% of the old 
corporation nor that all of the property 
was not transferred prevents the trans- 
considered a_ re- 
organization. Pebble Springs Distilling 
Co., cert. den., 10/8/56. 


action from being 


Spinoff of bank’s real estate and minor 
investments tax-free. For than 
real-estate 
amounted to the active 


more 
five years, taxpayer-bank’s 
activities had 
conduct of a trade or business separate 
and apart from its banking business. A 
transfer of the realty business and minor 
investments assets to a new corpora- 
tion in exchange for the latter’s stock, 
and a distribution of the new stock to 
the bank’s shareholders is held by the 
Service to qualify under Section 355 as 
a tax-free spinoff reorganization. [See 
page 11. Ed.] Rev. Rul. 56-557. 


Spinoff of bank realty nontaxable. To 
separate its realty holdings from its 
banking operations, a bank organized a 
new corporation to which it transferred 
the property in exchange for all of the 
common which it then distributed pro 
rata to its stockholders. The real estate 
consisted of the bank building (65% 
rented to tenants) and realty acquired 
by foreclosures. Immediately after the 


distribution, both corporations engaged 
in the active conduct of their respective 
businesses which had been in operation 
for at least five years. The Service holds 
that the 
spinoff reorganization. [See comment, 
page 11. Ed.] Rev. Rul. 56-555. 


transaction is a nontaxable 


Salaries to son and daughter under 
agreement were reasonable. In 1947, 
taxpayer inherited a sawmill which had 
been operated unprofitably for 20 years 
and had for six months. 
Taxpayer hired his son, son-in-law, and 


been closed 


daughter to reorganize the business. In 
a written agreement he agreed to pay 
them each one-sixth of the profits. Tax- 
payer and his children proceeded to 
recruit a labor force, solicit customers, 
organize an office, acquire timber rights 
and to operate the sawmill. In 1948, 
the profit was $117,000. The court holds 
the salaries paid in 1948 were reason- 
able under the circumstances, but it dis- 
allows amounts paid which were in 
excess of one-sixth called for by the con- 
tracts. Webb, DC Ala., 10/30/56. 


Loss on contract with controlled corpo- 
ration really a capital contribution. 
[Certiorari denied] Taxpayer contracted 
with his own corporation to construct 
an apartment building for it. His ex- 
penditures exceeded the contract price. 
He claimed the difference as a business 
loss) The FHA owned the preferred 
stock in the corporation and therefore, 
he argued, the corporation could not 
him. The Fourth Circuit 
afhirmed the Tax Court disallowance of 


reimburse 


the loss on the grounds that the corpo- 
ration was the taxpayer’s alter ego and 
the excess cost a contribution to its 
capital. The FHA stock ownership had 
no effect on, taxpayer’s rights. Johnson, 
cert. den., 10/8/56. 

“Commissions” were royalties and PHC 
income. carried 
on no business, had no employees, but 
owned certain patents related to making 
silver articles tarnish-resistant. Its con- 
trolling stockholder licensed jewelers to 
use this process and sold them required 
salts and solutions. It paid over to tax- 
payer a percentage of its sales income. 
The court agrees with the Commissioner 


Taxpayer-corporation 


that the payments were not commissions 
but royalties and thus personal holding 
company income. A 25% penalty for 
failure to file a personal holding com- 
pany return is upheld. Precious Metals 
Developing Co., TCM 1956-230. 
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The stock-option picture since LoBue; 


Supreme Court’s views turn up in new Regs. 


by HERMAN H. COHEN 


The last glimmer of hope for non-taxability of proprietary stock options seems now 


to have died. The Supreme Court enunciated the doctrine in LoBue. The Com- 


missioner is incorporating these ideas in his new regulations. This article points out 


that LoBue was a turn-about on earlier decisions, but concludes that stock options 


today must be planned with the expectation that the pre-Lobue tax-free treatment 


cannot be expected. 


he vicTorY in the now-famous LoBue 
decision can well be characterized as 
a situation where the Treasury lost every 
battle but won the war. Back in the pre- 
‘46 days, the Treasury regulations pro- 
vided that a purchase of property from 
a corporation by an employee at sub- 
stantially less than its value would be 
treated as additional income to the 
extent that it represented compensation. 
Because of its victory in the Supreme 
Court’s Smith case, the Treasury was 
emboldened to revise its regulations to 
hit an employee with compensation 
when property or stock was purchased 
The 
portant changes effected were, of course, 


for less than its value. two im- 
(1) that the extent of the bargain: was 
no longer material, a substantial differ- 
ence between value and price no longer 
being required, and (2) that all bargain 
purchases by employees were flatly ruled 
to be compensation. 


Early battle between courts and IRS 


Che courts proceeded to let the Com- 
missioner know that he couldn’t flatly 
rule that every bargain purchase by an 
employee constituted compensation. If 
the purchase was designed to give an 
employee a proprietary interest in the 
firm, the favorable purchase did not give 
rise to taxable income. It was nevertheless 
a bona fide purchase—although a_ bar- 
gain. Even Congress indicated displeas- 
ure with the widened application of the 


Smith decision. The Senate Finance 
Committee in enacting the restricted- 
option rule in the 1950 Revenue Act 
also stated that the Smith decision was 
not properly reflected in the Treasury's 
new rules. The Treasury completely dis- 
regarded the tax privilege with which 
the courts clothed stock 
options and continued to wage its lone- 
ly fight, dropping decision after deci- 
sion, but without apparent discourage- 


proprietary 


ment. Treasury opponents got all the 
votes but one, but that was the one that 
really counted—the vote of the top court 
in the case of Commissioner v. LoBue. 


The facts 


LoBue was manager of the sales divi- 
sion of a chemical corporation. In 1944 
the corporation adopted a stock option 
plan making a fixed number of shares 
available for 


distribution to key em- 


ployees at $5 per share over a 3-year 
period. LoBue was originally awarded 
an option to buy 150 shares in recogni- 
tion of his contributions and efforts 
toward the successful operation of the 
In the 
years, he received options for 340 shares. 
1946 and 
1947, LoBue paying the corporation 
$1,700 for stock then worth $9,930. The 


options were not transferable and also 


company. course of the three 


These were all exercised in 


provided that LoBue had to remain an 


employee until they were exercised. 


The principal dispute was as to whether 
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the $8,230 “bargain” was income to Lo- 
Bue. It is interesting to note that the 
corporation had deducted the amount 
as a business expense. 


Proprietary purpose controls 


The Tax Court said that the options 
were taxable only if intended as com- 
pensation. If they were designed to pro- 
vide LoBue with a proprietary interest, 
there was no taxable income; and the 
court felt that the latter was the pur- 
pose. The Court of Appeals upheld the 
decision on the ground that there was a 
factual which it 
wouldn't overrule the lower court. But 


issue involved on 
the Top Court said that the basic as- 
sumption on which the courts had been 
making their decisions was all wrong. 
There isn’t any statutory authority for 
the compensation v. proprietary interest 
theory. All such gains are taxable in- 
come to the employee. The only out 
that could apply here was to show that 
the bargain was intended as a gift. The 
Supreme Court went on to explain 
pretty sharply that there was no de- 
tached and disinterested generosity in- 
volved here. The company wasn’t giv- 
ing away something for nothing. The 
fact that the employer’s intention was 
to get more efficient service from its em- 
ployees by making them part owners 
doesn’t exempt the income. 


The “gift” possibility 

So died the proprietary interest theory, 
and if further confirmation of death was 
necessary, the Supreme Court recently 
issued the final obituary notice by re- 
fusing to review its decision. From now 
on, the only out is to prove that an 
option was given as a gift. This will 
generally be an almost impossible job 
except where relatives are involved. 
Nevertheless, the taxpayer may at times 
still emerge successful despite the odds, 
as in the case of Neville v. Broderick in 
which the Tenth Circuit Court of Ap- 
peals, in a decision handed down after 
the LoBue decision, held that a transfer 
of stock to employees constituted a gift 
and not taxable compensation. It should 
be noted, however, that in this case the 
stock was transferred not by the em- 
ployer corporation but by principal 
stockholders and the employee's con- 
tention that the transfer was intended as 
a gift and not compensation was forti- 
fied by the fact that the stockholders did 
not claim a deduction. The Treasury 
will undoubtedly apply to bargain sales 
to employees the provision in the pro- 
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TAX COLLECTOR’S PROSE 


HEREWITH a report from England, 
which prompts one of our editors 
to observe that the standard of edu- 
cation is probably higher than the 
standard of efficiency among Her 
Majesty’s Inspectors of Taxes. One 
of them recently wrote his victim 
thus: 

“IT regret that I have come to the 
conclusion that the delay in the 
lodgment of information on which 
your liability to income tax can cor- 
rectly be determined, is no longer 
wholly accidental. 

“I regret the time and money cost 
of so many letters and of the appeal 
procedure which by the continued 
absence of your return and your ac- 
counts will now be involved.” 

To which we might add that if 
their standard of education is high, 
so also is their standard of civility!* 











posed regulations to the effect that there 
will be no difference in treatment be- 
tween options given to an employee by 
his employer or by stockholders of the 
employer company. It may well be ex- 
pected, therefore, that there will be 
continued Treasury 
the gift 
Neville case, whether the subject be an 


resistance against 
theory, as involved in the 


outright transfer or an option. 


What is the taxable event? 


In deciding against LoBue, the entire 
court of nine judges was in agreement 
on the proprietary interest issue. But 
there was disagreement on another im- 
portant issue in connection with “un- 
restricted” stock options which may well 
be the area of future dispute. The in- 
teresting question, as to which the court 
remained in disagreement was, under 
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what conditions was the issuance of the 
options rather than its exercise the tax- 
able event? The importance of this point 
is self-evident. If the option’s value 
when issued is to constitute the compen- 
sation, the subsequent exercise at a time 
when the stock has increased in value 
becomes a mere purchase which does 
not give rise to taxable income. The re- 
sult could be to keep fully taxable com- 
pensation to a minimum. 

The entire court agreed that it is 
possible for the receipt of a stock option 
to constitute the taxable gain. This 
merely reaffirmed a similar statement 
in the Smith case. The majority ruled 
that this could happen only where there 
is a readily ascertainable market value 
and there is freedom to sell the option. 
Since LoBue couldn’t transfer the op- 
tions and he could 
after he quit, the receipt of the options 
wasn’t the taxable event here. The tax- 
able event and the measure of the in- 
come awaited the exercise of the option. 


not exercise them 


Two dissenting judges took a different 
approach. Their view was that when an 
employee unconditional 
option to buy stock at less than the 
market price, he has received an asset 
of substantial and immediately realizable 
value, at least to the extent of the spread 
between the option price and the market 
value. They were unconcerned about 
any saleability and apparently felt that 
the condition that 
employee had no effect on the em- 
ployee’s property. 
They made the cogent argument that 
where two employees are given uncondi- 
tional options to buy stock at $5, its 
then market value, the compensation of 


receives an 


he remain as an 


receiving valuable 


each should not vary depending on 
when the option is exercised. If one em- 
ployee exercises it immediately and sells 
the stock a year later at $15, he would 
have no ordinary income—merely capital 
gain. If the other exercises the option a 
year later and immediately sells the 
stock he has fully taxable ordinary in- 
come of $10. 


Slight ray of hope 

Despite the logic of the dissenters, the 
Court’s opinion appears to be angled 
towards making sure that the employee 
has something which can be readily dis- 
posed of before he will be considered to 
be taxed on the receipt of the option. If 
the stock option or stock warrant is cast 
in the form of a readily saleable instru- 
ment with no restrictions or conditions, 
the taxable event and measuring point 


[Mr. Cohen, CPA and LLB, is a member 
of the New York accounting firm of 
Cohen and Feld.) 


would be the receipt and not its exercise. 
To this extent the LoBue decision 
could take much of the sting out of the 
Treasury's victory—assuming, of course, 
that the corporation is willing to fore- 
go a deduction. By fashioning the option 
so as to have its issuance constitute tax- 
able income, a result very similar to the 
favorable one under the now-discredited 
proprietary interest theory could be ob- 
tained. The issuance of the option, while 
taxable, could involve only a nominal 
tax. 

For example, if an unconditional, 
transferable option is issued to buy stock 
at its present market value, or even 
slightly less, for a set period, the value 
when issued could be quite nominal. Yet 
if the stock goes up in the future, the 


employee is cushioned against any 
further ordinary income. 
However, the one drawback, un- 


fortunately, is that the taxpayer may 
have to resort to litigation to support 
his contention since once again the 
Treasury in its proposed regulations 
makes no reference to the taxability of 
an option upon its issuance under any 
circumstances. In fact, on the contrary, 
these regulations specifically tax the op- 
tion only upon its exercise; but if 
previous decisions form a guide post, the 
Treasury will probably not find support 
for this view in the courts. 


The question of dividends 

It is also highly interesting in view of 
the Court’s admission that the receipt 
of the option could be the taxable event, 
that it has held to the contrary where 
the option is given as a dividend rather 
Where | stock- 
A were given 


than as compensation. 
holders of corporation 
options to purchase at a bargain price 
stock of another corporation owned by 
corporation A, the Supreme Court held 
that there was no taxable income upon 
receipt of the options even though they 
had a market value and were negotiable. 
Com., 302 U.S. 62) The 
different ruling was occasioned by the 
fact that the court held that Dividends 
can only be taxed if there is a corporate 


(Palmer v. 


distribution. And in its opinion, an 
option is merely a continuing offer. The 
distribution could only take place when 
the option was exercised. 

The last and relatively minor point 
involved in the LoBue decision was 
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whether, when LoBue gave a note for 
the shares, he had completed the stock 
purchase. If the stock purchase was then 
completed, the income was measured by 
the spread at that date. If the stock was 
not purchased until actual payment of 
the note, time of payment would be the 
focal date. The issue was sent back for 
the Tax Court to decide since it had 
not previously been considered. 


Major treasury victory 

Che decision represents a major vic- 
tory for the Treasury and in the flush 
of its victory, the Treasury as indicated 
in its proposed regulations is already 
trying to extend the decision beyond its 
narrow confines. Under their provisions, 
if the employee is given an option to 
buy stock or other property subject to 
restrictions which substantially reduce 
its value, the income is realized not 
when the option is exercised but when 
the restrictions lapse. And the income 
is measured by the difference in value 
when the restrictions lapse over the cost 
of the property. It is also likely that the 
lreasury will apply the same rule to an 
actual sale of stock or other property 
subject to temporary restrictions without 
the intervention of an option. In the 
past, the Treasury has acquiesced in Tax 
Court decisions holding that the sale of 
stock with temporary restrictions doesn’t 
give rise to taxable gain, that the laps- 
ing of the restrictions doesn’t cause tax- 
able income, and that when the un- 
restricted stock is sold a capital gain re- 
sults. The Treasury now seems to lean on 
the LoBue decision as support for a 
The connection 
seems somewhat remote, but the Treas- 


complete about-face. 
ury would not be stretching the implica- 
tions of the decision any further than 
it did those of the Smith case in revising 
its pre-’46 regulations—and with con- 
tinued perseverance it won in the end. * 


SEC says no exemption 

for stock for option plans 

Tne SEC RECENTLY announced that it 
had decided not to adopt the proposal 
which would have exempted from regis- 
tration requirements shares of stock, not 
exceeding $300,000, issued pursuant to a 
restricted stock option plan within the 
meaning of the Internal Revenue Code. 
rhe proposal has been under considera- 
tion since November 1952. At that time 
a proposal was also made to amend 
Form 8-A under the Securities and Ex- 
change Act of 1934 to provide for simpli- 
fied registration, upon notice of issuance, 





of additional shares to be. issued in con- 
nection with such options. 


The Commission said that it has 


withdrawn both proposals for two rea- 
sons. First, it has since generally simpli- 
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fied its registration forms and procedures 
under the Securities Act of 1933. Second, 
it has provided for class registration of 
securities under the Securities Exchange 
Act of 1934. * 


New compensation decisions this month 





Administration of approved employees’ 
trust deficient; contributions nondeduc- 
tible. Although trust and 
profit-sharing plan was approved by the 
Commissioner in 1945, payments made 
into the trust during 1949 and 1950 
are here held by the Tax Court to be 
nondeductible on the ground that the 
trust and plan were not operated exclu- 
sively for the benefit of the employees. 
The administration was deficient in the 
following particulars: (1) trustees failed 
to keep books and accounts during first 
two years; (2) trustees failed to stay in- 
formed of benefits which had become 
payable and finally made payment years 
later with preferred stock rather than 
cash; (3) in lieu of making contributions 
with preferred stock or cash as required 
by the plan, the employer used promis- 
sory notes for 1947 and 1948; (4) tax- 
payer diverted for its own use a portion 
of trust 


taxpayer's 


dividends earned 
securities; (5) 
claimed were substantially in excess of 
required maximum contributions. Time 
Oil Co., 26 TC No. 136. 


corpus and 


on trust deductions 


State retirement benefits taxed as an- 
nuities. After state and municipal em- 
ployees are brought under social security 
coverage, retirement benefits they re- 
ceive which accrued under a former state 
retirement system are not exempt but 
remain taxable as annuities. Rev. Rul. 
56-539. 


Nonresident alien gets sick-pay exclu- 
sion but no medical deduction. A non- 
resident alien employed in the U. S. 
may exclude payments received for sick- 
ness or injury under Code Sections 104, 
105 and 106. He is taxed on gross in- 
come and payments of this nature are 
excluded from gross income. However, 
he is allowed deductions only in con- 
nection with income from U. S. sources. 
Consequently, medical expenses are not 
deductible. Rev. Rul. 56-514. 


Capital gain on lump-sum retirement 
payment; later distribution ordinary in- 
come. A trust under a qualified profit- 


sharing plan paid to taxpayer a lump 
sum in the year of his retirement. The 
following year, it made an additional 
distribution of the taxpayer’s portion 
of the previous year’s profits. The Serv- 
ice holds the lump-sum qualifies for 
capital gain treatment because the en- 
tire amount in the employee’s account 
is distributed to him in the year of 
retirement. However, the distribution in 
the subsequent year constitutes ordinary 
income to the retiring employee. Rev. 
Rul. 56-558. 


Can report share of employer’s long- 
term compensation same way. As his 
salary for 1942 and 1943, taxpayer re- 
ceived 3% of the profits of his em- 
ployer, a law firm. The firm received 
several fees which qualified as long-term 
compensation, i.e., it received in one 
year over 80%, of total compensation for 
services over a period of 36 months or 
more. Taxpayer had been employed by 
the firm during the period the work was 
‘lone. The court holds that he received 
part of the fee and is entitled to treat 
it as long-term compensation. Hughes, 
DC N.Y., 10/10/56. 


Grant by foundation to candidate for 
doctorate not compensation. With the 
primary purpose of furthering his edu- 
cation and training, and to aid his 
completion of the doctoral research and 
dissertation, foundation made a grant 
to taxpayer. The fact that the recipient 
may be required to furnish periodic re- 
ports of his progress to the grantor, or 
the fact that his research can be used 
by the grantor, does not of itself destroy 
the essential character of the award as 
either a scholarship or fellowship grant. 
It is not taxable income to him. Rev. 
Rul. 56-419. 

Must itemize dividends from “street 
name” stock. Dividends from qualifying 
domestic corporations must be itemized 
1040 though received 
through a broker who is the record 
owner of the stock in question. Rev. 
Rul. 56-567. 
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The accountant in fraud cases: a thorough 


picture of this fast-changing field 


by RICHARD B. BARKER 


The position of the accountant in the tax fraud investigation ts a fluid one; new 


decisions constantly shift emphasis, impose new hazards. Recent decisions suggest 


that a safe course may be to get accountants’ papers, including work papers, into 


hands of client (not attorney). Other recent decisions put the accountant in a mest 


vulnerable position with consequent damage to client’s position. Despite frequent 


writings on the role of the accountant in the fraud investigation, seldom has the 


whole picture been drawn together in one place, up-to-date and thoroughly docu- 


mented. This article covers the field thoroughly, including most recent developments. 


on rHE tax morality of Amer- 
ican citizens is higher than in most 
countries, it would be only fair to say 
that high tax rates and the system of 
self-assessment of taxes are uneasy bed- 
fellows. The Congress that imposed the 
system likewise appropriated funds for 
investigators to enforce it. Furthermore, 
the Commissioner has recently been 
growing less willing to let morality take 
care of the situation. Since 1952, when 
the Kefauver and other Congressional 
investigations disclosed widespread tax 
evasion as well as corruption among en- 
Government, 
partly as a result of those investigations, 
intensified 
program of tax investigation.! This pro- 


forcement officials, the 


has been embarked on an 
gram has not only exposed a large num- 
ber of taxpayers who were apparently 
unable to resolve the moral conflict in 
favor of the Government,? but has also 
made an increasingly large number of 
taxpayers—innocent or guilty—the target 
of tax audits and investigation. The re- 
sult is that those who handle taxpayers’ 
books or prepare their returns are more 
and more confronted with a conflict be- 
tween demands of the Service, on the 
one hand, and the client’s interests on 
the other. 

These conflicting interests with which 


you are frequently faced are arrayed 
against one another in a simple context. 
The 
against 


Government, seeking to enforce 
the civil 
and/or criminal sanctions of the Code, 
desires to obtain, through diplomacy or 
under Section 
7602, evidence which is detrimental to 
the taxpayer’s interests. Whether the 
sanction sought to be imposed is civil or 
criminal, in a fraud case, the Govern- 
ment desires evidence of (1) a deficiency 
and (2) intent to evade the tax. It must 
get that evidence either from the tax- 
payer or from third parties who have 
knowledge of his financial affairs. The 
taxpayer commonly being unwilling or 


suspected taxpayers 


its power of summons 


protected, third parties-among whom 
accountants figure largely—become the 
object of the revenue agent’s inquisi- 
tion—be it friendly or compulsory. At 
the same time, and again whether the 
proceeding is civil or criminal, the tax- 
payer desires to extend his own sphere 
of protection to third parties to protect 
his own interests. 

The powers of enforcement granted 
by the Code are, on their face at least, 
all encompassing. Section 7602 provides: 

“For the purpose of ascertaining the 
correctness of any return, making a re- 
turn where none has been made, deter- 


mining the liability of any person for 
any internal revenue tax or the liability 
at law or in equity of any transferee or 
fiduciary of any person in respect of any 
internal revenue tax, or collecting any 
such liability, the Secretary or his dele- 
gate is authorized— 

(1) To examine any books, papers, 
records, or other data which may be rele- 
vant or material to such inquiry; 

(2) To summon the person liable for 
tax or required to perform the act, or 
any officer or employee of such person, 
or any person having possession, custody 
or care of books of account containing 
entries relating to the business of the 
person liable for tax or required to per- 
form the act, or any other person the 
Secretary or his delegate may deem 
proper, to appear before the Secretary 
or his delegate at a time and _ place 
named in the summons and to produce 
such books, papers, records, or other 
data, and to give such testimony, under 
oath, as may be relevant or material to 
such inquiry; and 

(3) To take such testimony of the per- 
son concerned, under oath, as may be 
relevant or material to such inquiry.” 
[Emphasis supplied. | 

Section 7602 is limited by the Section 
7605 requirement that (1) the time and 
place fixed by the summons be reason- 
able? and (2) the parties summoned be 
given at least ten days’ notice.4 Section 
7602 is given teeth by Sections 7604 and 
7210, which ‘provide that in the event a 
party refuses to comply with the sum- 
mons (1) it may be enforced in the dis- 
trict courts by a subpoena;5 (2) the party 
may be punished in court for contempt;® 
or (3) he may be found guilty of a crime 


1 See Lipton, Prosecution for Tax Evasion—New 
Policies and Procedures, 30 Taxes 350 (1952); 
Lipton, Trends in Tax Fraud Investigations and 
Litigation, 34 Taxes 267 (1956). 

2 See Lipton, Trends in Tax Fraud Investigations 
and Litigation, 34 Taxes 267 (1956). 

* Int. Rev. Code of 1954, sec. 7605. 

‘Id. 

5 Sec. 7604. 

® Sec. 7604(b). 

7 Sec. 7210. 

* Internal Revenue Agent v. Sullivan, 287 Fed. 
138 (W.D. N.Y. 1923); see Note, Rights of Wit- 
nesses in Administrative Investigations, 54 Harv. 
L. Rev. 1214 (1941); Lipton, Privileged Com- 
municationsp, N.Y.U. 13TH INST. ON Feb. TAx. 
955, 961, n. 24 (1955). 

®*In re Friedman, 104 F. Supp. 419 (S.D. N.Y. 
1952). 

19 Internal Revenue Agent v. Sullivan, supra 
note 8; In the Matter of Application of House. 
——F. Supp. (N.D. Cal., July 11, 1956), 
5 JTAX 337. 

'! Boyd v. United States, 116 U.S. 616 (1886) is 
the leading case applying the privilege against 
self-incrimination to incriminating documents. 
12 Possibility of prosecution under state law is 
not a sufficient basis upon which to invoke the 
privilege in a Federal proceeding. United States 
v. Murdock, 284 U.S. 141 (1931); In re Fried- 
man, 104 F. Supp. 419 (S.D. N.Y. 1952). 

18 Hale v. Henkey, 201 U.S. 43 (1906). 

'™ Rogers v. United States, 340 U.S. 367 (1951): 
In re Wolrich, 84 F. Supp. 481 (S.D. N.Y. 1949). 
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and sentenced to a maximum punish- 
ment of $1,000, six months’ 
ment, or both.7 

In the face of this broad mandate of 
inquisitorial powers, the 


imprison- 


taxpayer has 
managed to carve or retain a somewhat 
tenuous sphere of protection by the 
claim of constitutional rights or exclu- 
sionary rules of evidence. It is our job 
here to examine the nature of these pro- 
find the 
they are available to accountants 


tectionary devices, extent to 
which 
in his behalf, and on that basis lay 

plan for methods by which the accoun- 


tant can protect the client’s interests. 
Privilege against self-incrimination 
Che constitutional privilege against 


(under the _ Fifth 
\mendment) has been held to be avail- 


self-incrimination 


able to witnesses in tax investigations,§ 
just as it is to witnesses in other types of 
proceedings. A taxpayer under investi- 
gation may refuse to answer questions® 
or to produce certain incriminating 
in other 


proceedings may refuse to answer or to 


documents,!© just as witnesses 


produce documents,!! if the answers or 
documents tend to incriminate him or 
in evidence 
leading to criminal prosecution under a 
Federal!2 
tions and exceptions to the privilege. 
Only the taxpayer himself may exer- 
cise the privilege.18 Other persons, such 
may not 
of course, no 


furnish a “necessary link” 


statute. But there are limita- 


as his attorney or accountant, 
claim it for him,14 and, 
other person can claim the privilege 
when the party incriminated would be 
the taxpayer and not the witness. More- 
over, the privilege as it pertains to docu- 


ments may be claimed by the taxpayer 


Johnson v. United States, 228 U.S. 4 
(1913); Remmer v. United States, 205 F.2d 2 
(9th Cir. 1953). 

Grant v. United States, 227 U.S. 74 (1913). In 
the Matter of Application of House, supra note 
10. 


57 
77 


’ Wilson v. United States, 221 U.S. 361 (1911); 
Hale v. Henkel, 201 U.S. 43 (1906); see 8 Wic- 
MORE, EVIDENCF sec. 2259a (3d ed. 1940). 

* United States v. White, 322 U.S. 694 (1944). 

’ Wilson v. United States, 221 U.S. 361 (1911). 

McCarty v. Arndsteen, 266 U.S. 34 (1924); see 
WIGMORE, op. cit. supra note 17 at 2252. 

Brown v. Walker, 161 U.S. 59 (1896). 

See Lipton, Record Keeping and the Privilege 
against Self-Incrimination, N.Y.U. 14TH INsT. 
on Fep. TaxX. 1331 (1956); Kostelanetz, Bill of 
Rights not Repealed for Taxpayer, 34 Taxes 16 
(1956) ; Redlich, Searches, Seizures and Self-In- 
crimination in Tax Cases, 10 Tax L. Rev. 191 
(1955). 


Int. Rev. Code of 1954, Sec. 6001, provides 
“Every person liable for any tax ... shall keep 
such records ...as the Secretary may ... pre- 


scribe . . . . Whenever in the judgment of the 
Secretary or his delegate it is necessary, he may 
require any person... to... keep such rec- 
ords as the Secretary or his delegate deems suffi- 
cient to show whether or not such person is 
liable for tax. 

‘Shapiro v. United States, 335 U.S. 1 (1948). 
Relying on dicta in Wilson v. United States, 
supra note 29, the court (5-4) held that the 
privilege against self-incrimination guaranteed 


only as to documents in his possession! 
except in the case of documents trans- 
ferred to his attorney.1®6 Again, the tax- 
payer claiming the privilege must be a 
“natural person” and not a 


tion!? or unincorporated association.1§ 


corp Ta- 


A corporate officer may not refuse to 
produce evidence demanded of a corpo- 
ration, even though it incriminates him 
personally.19 Furthermore, the privilege 
(although normally available in any pro- 
ceeding whether civil or criminal?®) is 
not available if the witness has been 
granted immunity from prosecution for 
the crimes about which his evidence 
would tend to incriminate him.?*! Thus, 
a taxpayer granted immunity from crim- 
inal prosecution for fraud may not exer- 
cise the privilege in a civil investigation 
for the same fraud. 


The required-records doctrine 


the so-called 


’ 


Still another limitation, 
“required records doctrine,’ 
demanding considerable attention?? be- 
cause there is question whether 
payer may be required, 
to produce tax records re- 
quired to be kept by the Code.23 The 
substance of the doctrine, first stated by 
the Supreme Court in 1948 in the Sha- 
piro** case, is that documents required 


is currently 


a tax- 
despite the 
privilege, 


by statute to be kept for administrative 


regulation are akin to “public records,” 


and as such, may be required to be pro- 
duced, incriminating or not. Shortly 
after the decision in the Shapiro case, 


commentators raised the question of 


whether or not the doctrine would be 
extended to apply to tax records re- 


quired to be kept for revenue pur- 


poses.25 The question, after being raised, 


by the Fifth Amendment did not preclude requir- 
ing Shapiro, a licensee under OPA regulations, 
to produce business records required by statute 
to be kept and which he was summoned to pro- 
duce in an administrative investigation. 

= See Melzer, The Privilege against Self-Incrim- 
ination and Required Income Tax Records, 30 
Taxes 45 (1952), taking the position the Sha- 
piro doctrine logically should apply to required 
tax records; Kamens and Ancier, Immunity from 
Subpoena of Taxpayer’s Records, 26 Taxes 639 
(1949). 
6“. . . it is contained in a directive in the Man- 
ual of the Intelligence Unit, Internal Revenue 
Service, that you should never issue process to 
compel the production of records ... [if there 
is] the possibility of recommending criminal pro- 
secution ... .”" Testimony of a special agent in 
United States v. Beard, 118 F. Supp. 297 (D. 
Md. 1954), trial transcript, p. 681. 

“We regard the issuance of a summons or 
subpoena on an individual as a bar to prose- 
cution.” Testimony of Head of Intelligence 
Division in United States v. Centracchio, 
Crim. No. 52-47 (D. Mass.), trial transcript, 
p. 152, 181. 

7 Falsone v. United States, 205 F.2d 734 (5th 
Cir.), cert. denied, 346 U.S. 864 (1953). 

*8 Beard v. United States, 222 F.2d 84 (4th Cir.), 
cert. denied, 350 U.S. 62 (1955). 

* The Falsone case involved an appeal by Fal- 
sone from an order of the district court enfore- 
ing a summons issued by a Special Agent, direct- 
ing Falsone, a certified public accountant, to ap- 
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was not presented to the courts for de- 
cision, largely because of a 
policy of the Service not to compel a 
taxpayer to produce 


however, 


tax records in an 
investigation when there was the pos- 
sibility of criminal prosecution.26 How- 
ever, it should be noted that two circuit 
and Beard?§ 


cases, recently upheld decisions requir- 


courts, in the Falsone?? 
ing the production of a taxpayer's rec- 
ords, and in doing so, by way of dicta, 
used language indicating that the rule 
of the Shapiro case applied to required 
tax records.*9 The taxpayer in the Beard 
case petitioned the Supreme Court for 
writ of certiorari, and the American Bar 
Association filed an amicus brief urging 
grant of certiorari because of the impor- 
tance of the question.30 The Solicitor 
General filed 
Government opposing the petition for 
certiorari, but on the grounds that ap- 
plication of the Shapiro case to tax rec- 
ords was not raised by the facts in the 
Beard case, 


a brief on behalf of the 


saying that if it were in- 
volved, the Government would not op- 
pose the petition for certiorari.81 The 
Supreme Court denied the petition.? 
Some writers have drawn the conclusion 
that this indicates the Government may 
not argue in the lower courts for exten- 
sion of the required-records doctrine to 
tax records,33 but officials in the Tax 
Division of the Department of Justice 
have stated they have not reached a de- 
cision on the question.34 Very recently 
the Government cited the Shapiro case 
in support of an argument to require a 
taxpayer to produce tax records.55 Thus, 
it is not now settled whether a taxpayer 
may be required to produce required, 
incriminating tax records. The Shapiro 


pear before the agent and produce certain tax 
records belonging to his client. In affirming the 
order of the district court, the court of appeals 
erroneously and unnecessarily assumed Falsone 
could assert the privilege on behalf of his client, 
but went on to say that inasmuch as the taxpay- 
er himself could have been required to produce 
the records (citing the Shapiro case), the ac- 
countant may likewise be required to produce 
them. 

The Beard case involved an appeal by a tax- 
payer, Beard, from a conviction wherein the 
district court had instructed the jury that Beard 
was entitled to refuse (as he did) to produce tax 
records but that his refusal was a circumstance 
which could be considered in drawing an infer- 
ence of guilt. Beard’s refusal to produce the rec- 
ords was not based on a claim of privilege under 
the Fifth Amendment. In affirming the convic- 
tion, the court of appeals held the tax records 
sought fell within the rule of the Shapiro case 
and that Beard could not rightfully refuse to 
produce them. 

%0 See Kostelanetz, supra note 22. 

%1 For quotation and discussion of the Govern- 
ment‘s brief, see Kostelanetz, sujra note 22. 
32350 U.S. 61 (1955). 

%3 Avakian, Government's Position in Respect to 
the Beard Case, American Bar Association, Sec- 
tion of Taxation, Bulletin (March, 1956) pp. 30- 


31. 

4 Jd. at 31. 

% See In the Matter of Application of House, 
supra note 10. 
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case, it must be remembered, applies 
only to required records, and it is quite 
clear that a taxpayer may refuse to pro- 
duce incriminating records which are 
not required.36 Nevertheless, a great deal 
of the crucial information sought in tax 
investigations is both documentary and 
required, and if it were held not to be 
within the required-records doctrine, 
there would, as Justice Frankfurter said 
in his dissent to the Shapiro decision, be 
“little left to either the right of privacy 
or the constitutional privilege.”87 


Self-incrimination and the accountant 

We can apply these rules to accoun- 
tants in tax investigations by saying they 
may not refuse to answer questions mere- 
ly because the answer tends to incrim- 
inate the client. This is not to say that 
the accountant may not refuse to testify 
if he prepared and signed the returns for 
the years under investigation, for if he 
were a party to the fraud, he himself is 
subject to prosecution for a crime under 
Section 7206(2) of the Code. Further- 
more, he may not refuse to produce rec- 
ords belonging to his client and in his 
possession merely because they tend to 
incriminate the client, and of course he 
may not refuse to produce working 
papers belonging to him on the ground 
that they incriminate the client. More- 
over, if the client is a corporation, the 
accountant may not refuse to testify or 
produce records on this ground since not 
even the corporation, let alone the ac- 
countant, has the privilege. In short, the 
Fifth Amendment offers no basis for the 
accountant to protect his client’s inter- 
ests. 


Unreasonable search and seizure 


This protection (under the Fourth 
Amendment) is likewise available to a 
taxpayer in tax investigations. The same 
case38 which construed the Fifth Amend- 
ment as protecting a person from pro- 
ducing incriminating records said that 
to require him to produce such records 
was as much a violation of his rights 
under the Fourth as under the Fifth 
Amendment. Although this much-criti- 
cized8® case emphasizes the interrelation 
between the rights, the protection pro- 
vided by the Fourth is distinct from that 
provided by the Fifth.4° The difference 
is important to the taxpayer, for docu- 
ments not protected by the Fifth may 
be protected under the Fourth. Thus a 
corporation, which may not claim the 
privilege against self-incrimination, may, 
however, claim that records were ob- 
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tained by an “unreasonable search or 
” thus allowing the evidence to 
be suppressed. Incriminating papers ob- 
tained by stealth or misrepresentation 
or without authority may constitute an 
unreasonable search or seizure.41 In ad- 
dition, a subpoena duces tecum, directed 
to requiring the production of docu- 
ments, must be sufficiently particular for 
the projected search to be reasonable.4? 

Applying these rules to accountants 
we see that the Fourth Amendment of- 
fers little assistance toward protecting 
the client’s interests. He may not use 


seizure, 


this as a basis for refusing production 
of papers belonging to his client and in 
his possession. He may conceivably have 
the power of some delaying action under 
this right by insisting on a somewhat 
particularized list of documents demand- 
ed or by insisting on verifying the au- 
thority of the investigator. Accountants 
have tried these tactics, but with little 
avail, since the courts permit a summons 
directing the production of evidence to 
be rather broad in phraseology and since 
the summons issued by revenue investi- 
gators is of established validity. 


The accountant-client privilege 


At common law, there is no accoun- 
tant-client Some _ states? 
have granted the privilege by statute.45 
Even where the privilege has been grant- 
ed by statute, the courts have repeated- 
ly held that an accountant may not 
claim the privilege in Federal tax inves- 
tigations#® or in Federal criminal pro- 
ceedings.47 A state statute granting the 
privilege has been held to be applicable 
in a Federal civil proceeding not involv- 
ing a tax investigation,48 but this decis- 


privilege.43 


ion obviously is not controlling here. 
Two developments in the field should 
be observed. First, the suggestion has 
been made that the courts should de- 
velop a Federal law of privileged com- 
munications for tax investigations.‘9 It is 
conceivable that if such a suggestion 
were effectuated the accountant-client 


36 Id. 

7 Supra note 24 at 70. 

8 Boyd v. United States, 116 U.S. 616 (1886). 

88 See 8 WIGMORE, op. cit. supra note 17 at 2264. 
*#° See Redlich, supra note 22; Doyle, Searches, 
Seizures and the Duty to Warn in Fraud Inves- 
tigations, NYU 14TH Inst. ON Fep. Tax. 1317 
(1956). 

“1 Gouled v. United States, 255 U.S. 298 (1921); 
United States v. Guerrina, 112 Supp. 126 
(E.D. Pa. 1953); see Doyle, supra note 40 at n. 
11 for collection of cases on the point. 

42 Hubner v. Lloyd, — F.2d — (9th Cir. Sept. 
21, 1956); see note, Rights of Witnesses in Ad- 
ministrative Investigations, 54 Harv. L. Rev. 
1214, 1215 (1941). 

48 See Lipton, supra note 8 at 961, and cases col- 
lected there at n. 25. 

* Arizona, Colorado, Florida, Georgia, Illinois, 
Iowa, Kentucky, Louisiana, Maryland, Michigan, 
New Mexico, Tennessee and Puerto Rico. 


45 See 8 WIGMORE, op. cit. supra at 2286, n. 14, 


privilege might be recognized in Federal 
tax investigations. It must be under- 
stood, however, that this is but a sug- 
gestion, not a reality. Second, it has been 
urged that the accountant-client privi- 
lege should be extended to include prac- 
tice of accountants before the Treasury 
Department.5° Professor Wigmore, in 
his treatise on evidence (at Section 2300 
(a)) has used language supporting this 
view: 

“. .. The management of the citizen’s 
interest, when affected by law or by rul- 
ings in the respective fields of control by 
such [administrative] bodies, has had to 
be committed to thousands of special- 
ists, qualified in those fields, though not 
qualified as attorneys-at-law in general, 
nor needing to be so qualified. The pro- 
ceedings before such bodies are conduct- 
ed under more or less formal rules of 
procedure; the hearings and the decis- 
ions are quasi-judicial in nature; the 
specialist, as the client’s agent, has a 
natural and a responsible part in pre- 
senting the client’s case. The client must 
confide in the agent precisely as he does 
in the attorney. There is every reason 
(subject to the conditions above-named) 
for recognizing a privilege for those con- 
fidences; nor is there any apparent rea- 
son against it.” 

Professor Wignore says further that 
if the agency requires an oath of office 
and proof of professional qualifications, 
or treats persons appearing before it as 
attorneys subject to professional disci- 
pline, the privilege should be granted. 
The Treasury Department requires these 
qualifications of accountants practicing 
before it; thus Wigmore’s argument ap- 
plies. I am afraid, however, that in view 
of the stated reluctance of the courts, 
commentators and the bar to extend the 
privilege,5! not much hope can be placed 
on this possibility. 


The attorney-client privilege 
This privilege applies only if (1) the 
asserted holder of the privilege is or 


The majority of the statutes prohibit disclosures 
“in court.”” The Georgia statute refers to “any 
proceeding of any nature whatever.”’ The Iowa 
statute prohibits “disclosure to any person.” 

4° Falsone v. United States, 205 F.2d 734 (5th 
Cir.) cert. denied, 346 U.S. 864 (1953). 

47 Petition of Borden Co., 75 F. Supp. 857 (D. Ill. 
1948). Cases are collected at Lipton, supra note 
8 at n. 25. 

48 Palmer v. Fisher, 228 F.2d 603 (7th Cir. 1955); 
discussed at length in Preston, Federal Recogni- 
tion of State Statutes Rendering Privileged Com- 
munications Between Accountant and Client, The 
Illinois CPA, Spring Issue, 1956, p. 15. 

49 See 67 Harv. L. Rev. 1272 (1954). 

5° See Lipton, supra note 8 at 962. 

51 Jd. at 956, particularly n. 4 and n. 32, therein. 
52 See 8 WAGMORE, op. cit. supra note 17 at 2304. 
53 Jd. at 2301, 2317. 

54 See United States v. United Shoe Machinery 
Corp., 89 F. Supp. 357 (D. Mass. 1950) and cases 
cited therein. 
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seeks to become a client;52 (2) the per- 
son to whom the communication was 
made is a member of the bar of a court, 
or his subordinate’ and in connection 
with the communication is acting as a 
lawyer;54 (3) the communication relates 
to a fact of which the attorney was in- 
formed by his client not in the presence 
of strangers®> for the purpose of secur- 
ing primarily an opinion of law, legal 
services, Or assistance in some legal pro- 
ceeding, and not for the purpose of 
committing a crime or tort;56 and (4) 
the privilege has been claimed57 and not 
waived by the client.58 

Note that the privilege is that of the 
client,5® not the attorney, but it is uni- 
versally recognized that the attorney, if 
he is called, may claim it on behalf of 
the client.6° Note also that the privilege 
is available only if the person to whom 
the communication was made is acting 
as a lawyer. 

It goes without saying that the privi- 
lege does not extend to communications 
made to an accountant. Moreover, if the 
lawyer is an accountant, communications 
made to him when acting primarily as 
an accountant are not within the privi- 
lege. A large number of cases have dealt 
with the application of the privilege to 
persons who are both lawyers and ac- 
countants,®! but have tended to find the 
person to be primarily an accountant 
and not a lawyer in a large variety of 
fact situations. 


Accountant as lawyers’ subordinate 

I'he aspect of the privilege which is 
perhaps most important as grounds for 
protecting the work product in tax in- 
vestigations is that which allows the 
communication to be made to the law- 
yer’s subordinate. There seems to be lit- 
tle doubt that the privilege extends to 
communications made to the attorney’s 
agents—so long as such agents are “indis- 
pensable” to the attorney’s work—and to 


*See 8 WIGMORE, op. cit. supra note 17 at 2311, 
2312 2326; 53 A.L.R. 365 (1927). 

>United States v. Bob, 106 F.2d 87 (2d Cir. 
1939); cases collected in 125 A.L.R. 502, 508 
(1939); 9 A.L.R. 1076, 1081 (1920); 5 A.L.R. 
72, 977 (1920). 

7 See 8 WIGMORE, op. cit. supra note 17 at sec. 
321. 

58 oo Td. at sec. 2327-9. 
5° Id. at sec. 2321, 2291. 
®° MORGAN and MAGUIRE, EVIDENCE 376 (3d ed. 
1951). 
® In re Fisher, 51 F.2d 424 (D.C. N.Y. 1931); 
Olender v. United States, 210 F.2d 795 (9th Cir. 
1954); United States v. Chin Lim Mow, 12 
F.R.D. 433, 434 (N.D. Calif. 1952); Allen Sand- 
ford Gottlieb, 12 TCM 944 (1953); see Lourie 
and Cutler, Lawyer’s Engagement of Accountant 
in a Federal Tax Fraud Case, 10 Tax L. Rev. 
227, 234 (1954); LIPTON, supra note 8 at 957-8. 
€ See 8 WIGMORE, op. cit. supra note 17 at secs. 
2301 with respect to communications to attor- 
neys’ agents; id. at sec. 2317-19 with respect to 
communications by clients’ agents to attorneys. 


9 


the attorney by the client’s agents.®2 In 
line with this principle, a large number 
of cases has held various classes of per- 
sons to be such agents: attorney’s secre- 
taries and stenographers; engineers con- 
sulted in suits arising out of plane crash- 
es;64 patent experts in connection with 
prospective litigation involving _ pat- 
énts;®> physicians employed to make 
medical examination of clients;®¢ inter- 
preters, to interpret ancient documents 
or language;®7 and so on. The obvious 
analogies between these situations and 
the necessary, expert work which accoun- 
tants render to attorneys in a tax inves- 
tigation would make it appear that the 
privilege extends to accountants in such 
situations. Several commentators have 
repeatedly argued. for the inclusion of 
accountants in the privilege and have 
recommended that the accountant be 
hired by the lawyer wherever possible in 
tax investigations.88 

But there are dangers in the use of 
this protective device. One Federal 
court®? (followed in dicta by still an- 
other circuit court)? has ruled that the 
privilege does not extend to accountants 
employed by lawyers. The case is Him- 
melfarb v. United States,™ decided by 
the Ninth Circuit in California in 1949. 
There, the attorney for the taxpayers 
engaged an accountant to assist him in 
defending the taxpayers during a tax- 
fraud investigation. In the course of his 
employment, the accountant acquired 
knowledge of the taxpayer's affairs, 
about which he was later required to 
testify at the trial, despite a claim of the 
attorney-client privilege. The court said 
the evidence did not make clear how the 
accountant acquired this information, 
but assumed that some of it was passed 
on to him by the attorney in private 
conferences between the two, and said 
that part of it was obtained from in- 
formation and records given him by the 
taxpayers themselves at two conferences 


*3 Id. at sec. 2301 n. 1 for collection of cases. 

* Lewis v. United Airlines Transport Corp., 32 
F. Supp. 21 (W.D. Pa. 1940); see, Lourie and 
Cutler, op. cit. supra note 61 at 230. 

® Cases collected at Lourie and Cutler, id. at 230 
n. 15. 

% Id. at n. 17. 

% Id, at n. 18, 19. 

* See, e.g., Frankel, Technique in Trial of a 
Fraud Case: the Accountant’s Role, N.Y.U. 13TH 
INST. ON Fep. Tax. 973, 974 (1955); Platt, Co- 
operation Versus Non-Cooperation in Tax Fraud 
Cases, N.Y.U. 10TH INST. ON FeEp. Tax. 1305 
(1952) ; Avakian, Rights and Remedies of Taz- 
payers Suspected in Fraud, 33 TAXEs 878 (1955). 
°° Himmelfarb v. United States, 175 Fey 924 
(9th Cir.) cert. denied, 338 U.S. 860 (1949 

7° Gariepy v. United States, 189 F.2d “59 "(6th 
Cir. 1951). 

71 Supra note 69. 

7 Supra note 70. 

78 See, e.g., Lourie and Cutler, supra note 61 at 
228 et seq., particularly n. 28 therein; supra note 
8 at 966-9. 
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between them and the attorney at which 
the accountant was also present. The 
court held that if the information was 
received by the accountant directly from 
the taxpayers at conferences between 
them and the attorney, it was not privi- 
leged. In so holding, the court said that 
communications to an attorney in the 
presence of a third person are privileged 
only when the presence of the third 
party is “indispensable” to the making 
of the communication, and that the pres- 
ence of the accountant was not “indis- 
pensable” in the sense that an attorney’s 
secretary may be, but was only a “con- 
venience” which removed the privileged 
character of the communication. The 
court held further that if the accountant 
received his information by means of 
voluntary disclosures by the attorney of 
matters received in confidence from his 
clients, it still was not privileged be- 
cause the taxpayers, being aware of the 
accountant’s employment by the attor- 
ney, made their disclosures to the attor- 
ney with an “implied authorization” to 
him to disclose it to the accountant, thus 
removing information from the 
protection of the privilege. 

Another circuit court, in the Gariepy 
case,72 followed the Himmelfarb decis- 
ion but adds little. There, the accoun- 
tant was not employed by an attorney. 
The taxpayer told his accountant certain 
matters which he was trying to keep 
from the investigators. The accountant, 
in turn, passed this very damaging in- 
formation on to the investigators and, 
of course, was required to testify at the 
ensuing trial about these matters. The 
court held the admissions made by the 
taxpayer to the accountant not to be 
privileged, noting that he was not in the 
employ of an attorney, but said that 
even if he were, there is “respectable 
authority” (citing the Himmelfarb case) 
denying application of the attorney- 
client privilege to such information. 

The decisions in these two cases have 
been widely criticized.74 There appear 
to be good grounds for the criticism. 
Where an attorney is seeking to get in- 
formation from his client to defend him 
properly, the presence of an accountant 


such 
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is often virtually indispensable in the 
sense that he is needed to interpret and 
analyze the mass of data so that it will 
be usable to the attorney. And in the 
situation where the attorney gets in- 
formation directly from the taxpayer, he 
needs an accountant to analyze and pre- 
pare summaries of the data obtained as 
interpreters, 
physicians, etc., who are held to be with- 


much as attorneys need 
in the scope of the privilege. It is pos- 
sible that if the fact situation were dif- 
ferent from that in the Himmelfarb 


case, the courts might not follow it; but 
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the broad statement by the court in the 
Gariepy case as to the holding in the 
Himmelfarb case points the other way. 
Thus, the criticism of the cases seems 
necessary. Such criticism has been made 
not only by the writers on the subject, 
but also by the American Bar Associa- 
tion.74 The Bar has not only taken the 
position the privilege should attach, but 
has been conducting discussions with the 
Internal Revenue Service and the De- 
partment with a view toward having the 
Service issue a ruling and the Justice De- 
partment follow a practice which recog- 
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nizes. extension of the attorney-client 
privilege to accountants employed by at- 
torneys in tax investigations.75 If these 
efforts are fruitless and the courts follow 
the Himmelfarb case, it appears that 
steps toward legislation will have to be 
taken to accomplish the result.76 

There is also some question whether 
the attorney-client privilege applies at 
all in tax investigations. This question 
involves a minute consideration of the 
rules of evidence applicable to Federal 
proceedings which I will not attempt to 
discuss here.77 Although the court in the 
Falsone_ case78 language 
enough to deny the privilege, most 
courts?™® have simply assumed the ap- 
plicability of the privilege, writers have 
generally argued®® for the privilege to 
be extended to tax investigations, and 
there appear to be sound reasons for 
applying it. Thus, this question may pre- 
sent little problem, although it must be 
considered (primarily by the attorney 
and not the accountant) in any case 
where a decision is made for an attorney 


used broad 


to hire the accountant. 


Discovery of lawyer’s “work product” 


Even when material sought by the 
opposing party is clearly not within the 
attorney-client privilege, the so-called 
“work product” of a lawyer has been 
held by the Supreme Court§! and other 
courts82 to be privileged from “‘discov- 
ery” in pre-trial proceedings. Thus, it 
has been held that a lawyer (not his 
client) may refuse to produce documents 
prepared in his preparation for trial, 
such as documents summarizing testi- 
money of prospective witnesses, writings 
which reflect an attorney’s mental im- 
pressions or conclusions about a case and 
other documents such as memoranda 
and briefs prepared for his use at trial. 
One case,§* not a tax case, held that de- 
fendants could not compel production 
by a corporation of a report made by a 
firm of public accountants containing a 
report on an audit of the corporation’s 
books. 


I mention this “work product” doc- 


™ A.B.A. Committee Report, Section on Taxation 
112 (19538), cited in Lourie and Cutler, supra 
note 61 at 229. 

™ See Lourie and Cutler, supra note 61 at 237, n. 
41. 

7 Id. at 237. 

7 See Lipton, supra note 8 at 959 et seq.; Note, 
54 Harv. L. Rev. 1214 (1941); 67 Harv. L. Rev. 
1272 (1954). 

7 Supra note 46. 

7 For collection of cases, see Lipton, supra note 
8 at 960; Doyle, Fraud Cases: Review of Law 
and Bureau Policy, Recent Cases, Opinions and 
Decisions, N.Y.U. 12th INST. ON Fep. Tax. 1, 9 
(1954). 

so Id. 

*! Hickman v. Taylor, 329 U.S. 495 (1947). 
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trine mainly because several writers have 
held it out as being one possible way of 
protecting the papers produced by an 
accountant for a lawyer in a tax inves- 
tigation. But the courts may not be so 
willing to apply the doctrine as some 
persons think. In each of the cases where 
the courts permitted a lawyer to refuse 
to produce his work product, the court 
has emphasized the fact that the party 
seeking the documents 
showed no “necessity” for having them, 


discovery of 


saying that the original records on which 
the work product was based were equally 
available to both parties. A taxpayer's 
hooks may be available to the Govern- 
ment in tax investigations, but frequent- 
ly they are not where the client is suc- 
cessful in claiming the privileges I have 
discussed. This certainly distinguishes 
the cases and might result in the doc- 
trine not being applied. Moreover, the 
proceedings in which protection of the 
work product was granted were not ad- 
ministrative investigations to enforce a 
Federal statute. The difference might 
well result in refusal to apply the privi- 
tax 


lege in Thus, al- 


though the doctrine has some aspects 


investigations. 


worth exploring, it does not now pro- 
vide a sound enough basis to rely on to 
protect working papers produced by an 
accountant for a lawyer. 


Right to counsel 

Though it is definitely unrelated in 
character to the other rights, I do want to 
mention that the right to counsel before 
tax investigations is available to both 
accountants—and the taxpayer. Whether 
the right is a constitutional right under 
the Sixth or Fourteenth Amendment as 
has been argued®4 is doubtful, but the 
\dministrative Act of 1946, 
section 6(a),85 confers the right to coun- 
sel on any witness before an investiga- 


Procedure 


tion such as tax investigation. Appar- 
ently because the right was not recog- 
nized as a constitutional right, the Treas- 
ury has been upheld in refusing to al- 
low a witness not the taxpayer to be 
represented by the taxpayer’s counsel.86 
But the right thus limited is available 


Colonial Airlines, Inc. v. Jonas, 13 F.R.D. 199 
(S.D. N.Y. 1952); see also cases collected by Ad- 
visory Committee on Rules for Civil Procedure 
in its Report of Proposed Amendments (June, 
1946), p. 40-47; 5 F.R.D. 433, 457-460. 

*8 Colonial Airlines, Inc. v. Jonas, supra note 81. 
“See In the Matter of Application of House, 
supra note 10; Lipton, Trends in Tax Fraud In- 
vestigations and Litigation, 34 Taxes 267, 272 
(1956); Murphy, The Privilege against Self-In- 
crimination, N.Y.U. 11TH INsT. ON Feb. TAx. 
737, 740 (1953); Note, 54 Harv. L. Rev. 1214 
(1914); 67 Harv. L. Rev. 1272 (1954). 

=5 USC sec. 1005(a). For cases holding this 
statute applicable to tax investigations see 


and must be considered since the pres- 
ence or absence of an attorney may well 
determine whether the rights mentioned 
above are in fact exercised. 


Practical use of rights 


The constitutional rights and eviden- 
tiary privileges I have discussed clearly 
net something less than complete protec- 
tidn for the taxpayer from the broad en- 
forcement powers granted the Internal 
Revenue Service under Section 7602. To 
the taxpayer himself they afford a con- 
siderable measure of protection. But to 
accountants they present no rights which 
they can invoke on the client’s behalf, 
except possibly to the extent accoun- 
tants and the American Bar Association 
are successful in causing the Treasury 
and Justice Department to recognize ac- 
countants as being included in a priv- 
ileged communication doctrine in their 
practice before the Treasury. The rights 
and privileges do serve, however, to pro- 
vide a starting point in structuring what 
you as an accountant should or should 
not do on behalf of your clients. 


Action before being summoned 


In the pre-summons stage of an inves- 
tigation the accountant’s first and per- 
haps most important obligation is to de- 
tect and report to the client the existence 
of an investigation which is more than a 
routine audit. Failure of taxpayers and 
their representatives to realize until late 
that an investigation has the establish- 
ment of fraud as its purpose commonly 
results in loss through waiver or out- 
right confession of the rights I outlined 
before and in speedy finding or convic- 
Whether a 
choose to exercise those rights is a mat- 


tion of fraud. client will 


ter for his well-counseled decision, but 
he should, at least, be entitled to the 
option of exercising them as soon as pos- 
sible by having the accountant inform 
him that such an investigation is in 
progress. 

Determining when a “routine audit” 
has become an investigation for fraud 
or other 


delinquencies undoubtedly 


may be a difficult task. But since a large 


United States v. Smith, 87 F. 
Conn. 1949); Torras v. Stradley, 
737 (D. Ga. 1952). 

% United States v. Smith, supra note 85. 

% See Platt, supra note 68 at 1309 et seq. 

8 For a general discussion of investigation pro- 
cedures, see Lipton, supra note 1; Avakian, 
Rights and Remedies of Taxpayers Suspected in 
Fraud, 33 Taxes 878 (1955); Platt, supra note 
68; Baradel, How the Practitioner Should Pre- 


Supp. 293 (D. 
103 F. Supp. 


pare for a Fraud Examination, N.Y.U. 12TH 
Inst. oF Fep. TaX. 57 (1954). : 
% See United States v. Lipshitz, 117 F. Supp. 


466 (E.D. N.Y. 1954), discussed in Doyle, supra 
note 40 at 1321-2. 
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number of fraud prosecutions or find- 
ings have their inauspicious beginnings 
in a “routine audit,’’87 the matter is im- 
portant. Presence of a Special Agent 
from the Intelligence Division is one re- 
liable sign of an investigation whose pur- 
pose is to establish evidence of fraud 
sufficient for prosecution. The Manual 
of Instructions for Revenue Agents, 
paragraph 678, is illuminating in this 
regard: 

“In joint investigations the Special 
Agent will be responsible for the crim- 
inal features of the case and for the pro- 
curement of appropriate proof to estab- 
lish the criminal charge should prosecu- 
tion be authorized. The Internal Rev- 
enue Agent participating in such inves- 
tigation will be responsible for the audit 
features of the case and for the prepara- 
tion of a record of the proof to support 
the ad valorem addition to the tax. In 
such an investigation the Special Agent 
will be responsible for the method of 
procedure in, and conduct of, the inves- 
tigation. The Special Agent in charge 
will be the officer responsible for a 
recommendation for or against criminal 
prosecution and may in his discretion 
recommend the assertion of an ad val- 
orem addition to the tax in cases where 
criminal prosecution is not recommend- 
ed.” 

If the investigation begins as a rou- 
tine audit, only the revenue agent from 
the Audit will be present. 
When he finds evidence of fraud, how- 
ever, he is supposed to suspend his in- 
vestigation and report to the Intelli- 
gence Division, whereupon a Special 
Agent will be assigned to conduct a joint 
investigation.8§ Of course, the Special 
Agent may be present at the outset if 
fraud is then suspected. If the Special 
Agent is working “behind the scenes” as 


Division 


he has at times in the past,8® other warn- 
ings than his presence may be available. 
The type of questions asked, the records 
sought and the absence of the list of pro- 
posed adjustments usually forthcoming 
will point to something other than a 
routine investigation. In any event, the 
investigation should be reported to the 
client upon being detected. 
Simultaneously the accountant should 
advise the client to retain an attorney. 
The Statement of Principles Relating to 
Practice in the Field of Federal Income 
Taxation Promulgated by the National 
Conference of Lawyers and Certified 
Public Accountants, published in the 
American Bar Journal for July 1951, at 
page 517, contains the following state- 
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ment on this important subject: 

“9. Criminal tax investigations. When 
a certified public accountant learns that 
his client is being specially investigated 
for possible criminal violations of the 
Income Tax Law he should advise his 
client to seek the advice of a lawyer as 
to his legal and constitutional rights.” 

You might also advise your client that 
communications made by him to you as 
an accountant are not privileged from 
disclosure in a tax investigation and 
that, accordingly, it is inadvisable for 
him to tell you anything which he and 
his lawyer feel ought not be disclosed. 

With respect to original records be- 
longing to your client but in your pos- 
session, you should in most cases return 
them to the client, since he, but not you, 
is in a position to protect them by exer- 
cising whatever rights he may have. 


Accountants’ working papers 


Accountants’ working papers present 
a different problem. Cases have held,%° 
assumed®! or found®? that these papers 
are the property of the accountant, lack- 
ing an agreement to the contrary. Stat- 
utes enacted by some states3 likewise 
provide that the papers belong to the 
accountant unless there is an express 
agreement to the contrary. Thus, the 
client and the attorney may desire to 
execute such an agreement vesting own- 
ership in the client as to papers the ac- 
countant has already produced, or in the 
attorney for any papers the accountant 
may later produce in his employ. If such 
an agreement is executed, it would be 
advisable to place as many of the papers 
as possible in the hands of the taxpayer, 
if the agreement is with him, or in the 
hands of the attorney, if the agreement 
is with him. 

Two recent cases clearly illustrate the 
advisability of executing an express 
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written agreement and of turning the 
papers over to the taxpayer or his attor- 
ney. In the House case,®4 decided last 
July, the taxpayer hired an accountant 
to assist him during a tax investigation. 
On the advice of counsel, the taxpayer 
instructed the accountant to turn all his 
working papers over to the taxpayer's 
attorneys. The accountant did so, with 
no idea of retaining title to them or of 
getting them back. Thereafter the ac- 
countant was given access to the papers 
in connection with the work he was do- 
ing for the taxpayer, but in each in- 
stance, with permission of the attorneys. 
The Government subpoenaed the attor- 
neys to produce the papers in the inves- 
tigation, and after the attorneys ap- 
peared with the papers but refused to 
turn them over, the Special Agent tried 
to enforce the subpoena in the district 
court. The court denied the application 
for enforcement of the subpoena. In do- 
ing so, the court found as a fact that 
even though there was no written agree- 
ment, there was an express oral agree- 
ment making taxpayer owner of the 
papers, and held that the attorneys could 
refuse to produce them on the grounds 
they were incriminating to their owner, 
the taxpayer. 


The Sale case 


In the case of Sale v. United States,% 
decided last January, taxpayers directed 
their accountant to turn his working 
papers over to their attorney, which the 
accountant did. The Special Agent then 
summoned the attorney to appear and 
produce the papers, but the attorney re- 
fused to appear or to produce the papers 
on the grounds they were the property 
of his clients, protected while in his 
hands by the attorney-client privilege. 
The district court granted an order en- 
forcing the summons and issued a sub- 
poena duces tecum, holding that the 
papers were the property of the accoun- 
tant, not the taxpayer. On appeal from 
this order, the court of appeals affirmed, 
saying that since the papers were the 
property of the accountant, not the tax- 
payer, the attorney-client privilege had 
no application, and that the court below 
was correct in ordering the attorney to 
produce the accountant’s work papers. 

The litigation in both these cases 
would very likely have been prevented 
had there been (1) a written agreement 
and (2) delivery of the papers to the tax- 
payer, not his attorneys. It may not al- 
ways be feasible to deliver the papers to 
the taxpayer rather than the attorney, 





but, if possible, they obviously should be. 
If the accountant is employed by the 
attorney, rather than the taxpayer, he 
will, of course, make the agreement with 
the attorney vesting ownership in him, 
and then deliver the papers to the at- 
torney. But when the accountant is 
working for the taxpayer, it would ap- 
pear preferable, if possible, to deliver 
the papers to the client. 


Voluntary disclosure 


With respect to an accountant mak- 
ing a voluntary disclosure of informa- 
tion or records in his possession, he 
should appreciate that, until he is served 
with a summons, he has no obligation to 
produce records, explain entries, make 
net-worth statements or give any infor- 
mation regarding the client’s financial 
affairs, In fact, the ethics of his profes- 
sion place a duty upon him not to di- 
vulge such information. I quote from 
an editorial on the subject in the March, 
1953, issue of the Journal of Accoun- 
tancy, at page 295: 

“It seems clear that voluntary disclos- 
ure of confidential information by a 
CPA might be justified ethically only if 
it were necessary to prevent a crime not 
yet committed. There seems no legal or 
ethical requirement of voluntary dis- 
closure of past acts, even though fraudu- 
lent, so long as there is no affirmative 
act of concealment on the part of the 
CPA, such as suppression of the evi- 
dence, harboring of the criminal, or 
other positive act designed to conceal 
from the authorities the fact that a 
crime has been committed, and so long 
as the CPA has not relieved, comforted 
or assisted the offender to hinder or pre- 
vent his punishment. The CPA who does 
make a voluntary disclosure might be 
sued for false and malicious prosecution. 
In any event, a CPA confronted with 
the problem should seek the advice of 
counsel, since the facts of each case may 
have a bearing on legal responsibilities.” 


What to do 


Thus, it would appear distinctly ad- 
visable, until served with process, to re- 
frain from divulging such information, 
lest he risk a civil suit for damages for 
breach of the confidential relationship 
existing between himself and his client. 
The danger of such disclosures to his 


*°° Ipswich Mills v. Dillon, 260 Mass. 453, 157 
N.E. 604 (1927). 
*! See Schulman v. Dunlap, 105 F. Supp. 104 


(S.D. N.Y. 1952); Lipton, supra note 8 at 970-1. 
prt og v. United States, 228 F.2d 682 (8th Cir. 
1 e 

* E.g., California Bus. and Prof. Code, sec. 5130. 
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client’s interests is well illustrated by the 
results of the Gariepy case,9® discussed 
before. There, one of the main elements 
in the taxpayer’s defense was to prevent 
certain information from falling into 
the investigator’s hands. But he mistak- 
enly passed the information on to his 
accountant, who in turn, equally mistak- 
enly, voluntarily disclosed it to the agent 
and later was required to testify as to 
this information at the trial. 

\s a last precaution with respect to 
activities before being summoned, the 
accountant must be extremely careful, if 
he does supply information, that it be 
accurate. For supplying false informa- 
tion to an investigating agent, he not 
only risks disbarment from practice be- 
fore the Treasury,97 but also subjects 
himself to criminal prosecution under 
the Code®8 and other statutes.99 

\fter an accountant is served with a 
summons to testify or produce records, 
he has little choice but to comply. Many 
without 
success, not to comply in the mistaken 


accountants have attempted, 
belief they could claim or exercise in his 
behalf the client’s rights. Being forced 
to testify or to produce the very records 
a client has asked you to produce in 
preparation of his defense may no 
doubt be very embarrassing and dis- 
tasteful, but as we have seen, the re- 
fusal not only subjects the accountant to 
the civil contempt and criminal sanc- 
tions provided for enforcement of Sec- 
tion 7602, but also to the risk of disbar- 
ment from practice before the Treasury. 
[he most valuable service to the client 
after being summoned to testify will be 
to testify carefully and accurately, being 
careful to avoid expressing unfounded 
or doubtful conclusions. 

In closing, I want to point out that 
there is an opportunity for group action 
by accountants. Obtaining recognition 
of an accountant-client privilege in tax 
investigations would be the most bene- 
ficial single step that could be taken. To 
this end, accountants might urge the 
Treasury Department to issue a ruling 
recognizing this privilege in tax investi- 
gations. Since recognition of the privi- 
lege in the investigative stage would be 
of restricted value if it were not also 
recognized by the courts in subsequent 
accountants might 
also encourage the adoption of Federal 


court proceedings, 


* Supra note 10. 

% Supra note 92. 

189 F.2d 459 (6th Cir. 1951). 

* Under the provisions of Treasury Department 
Circular 230 (1951). 

% Sec. 7206(5) (A), 7207. 

® 18 USC sec. 1001, 1002. 


legislation requiring recognition of the 
privilege in Federal-tax cases. Accom- 
plishing this would be no small prob- 
lem, for as I have said, many factions 
are reluctant to extend the area of privi- 
leged communications. But as I have also 
pointed out, there are strong arguments 
in favor of granting the privilege to ac- 
countants who represent taxpayers. The 
same reasons behind granting the privi- 
lege to communications made by a tax- 
payer to his attorney apply to communi- 
cations made by a taxpayer to his ac- 
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countant. Without privacy in his com- 
munications to his accountant, the tax- 
payer is denied effective representation. 
Thus, it seems that every effort possible 
should be made by accountants, as a 
group, to obtain recognition of the privi- 
lege. The result would be that not only 
the client would be better and more 
fairly protected, but also that the ac- 
countants would not face the dilemma 
that they now do when they are called 
as witnesses to divulge all the confi- 
dences the clients have given. w 








NEW DECISIONS IN FRAUD & NEGLIGENCE THIS MONTH 








Net worth used to determine income of 
narcotics peddler. Use of the net-worth 
method to reconstruct income of one en- 
gaged in illegal narcotic activities is held 
justified; he filed no returns and offered 
no books or records. Fraud penalties are 
upheld. Walker, TCM 1956-237. 


Determine hardware dealer’s income by 
net worth. Use of the net-worth method 
for taxpayer whose only source of in- 
come was a hardware store is upheld. 
Although records were available, their 
integrity was considered impeached by 
unexplained and false entries. Fraud 
penalties are approved for some of the 
years. Krantz, TCM 1956-231. 


Conviction for attempting to evade in- 
come taxes sustained. [Certiorari denied] 
Defendant claimed that the indictment 
alleging attempt to evade tax by signing 
and tendering a false return failed to 
charge an offense. Affirming his convic- 
tion by the district court, the Third 
Circuit held that the tender was a posi- 
tive affirmative attempt to evade within 
the terms of the statute. The court also 
held that were 
properly in the district in which the 
signing and tendering occurred, though 
filing occurred in a different district. In 
addition, defendant was not improperly 


indictment and trial 


limited in cross-examination, and the 
lower court did not err in refusing to 
charge a misdemeanor as included in 
the felony for which defendant was in- 
dicted. Hoover, cert. den., 10/8/56. 


Conviction sustained for perjury be- 
fore a special agent. [Certiorari denied] 
Defendant was convicted of perjury for 
giving false testimony to a special agent 
of the Bureau of Internal Revenue while 
under oath. Affirming the conviction, the 
Eighth Circuit found that: (1) the 


special agent had authority to and did 
administer an oath to defendant; and 
(2) in not being advised of his right to 
counsel, defendant was not denied the 
right to 
10/8/56. 


counsel, Cooper, cert. den., 


Corporate officer’s conviction of evasion 
of corporation’s tax upheld. [Certiorari 
denied| Defendant, treasurer of a corpo- 
ration, was convicted of evading corpo- 
rate income taxes. The principal Gov- 
ernment witness was the corporate book- 
keeper, who never specifically identified 
the defendant as the person who in- 
structed her not to record sales in full, 
stating that it was either he or the 
corporation’s president, since deceased. 
The First Circuit upheld the conviction, 
finding that defendant was. an active 
managerial officer and that the fact that 
the reluctant witness mentioned him as 
well as the president indicates that the 
defendant was involved. One dissent on 
the ground that the falure of the wit- 
ness specifically to identify the defendant 
requires reversal. Pezznola, cert. den., 
10/8/56. 


Proof of overstatement of cost sufficient 
for criminal fraud conviction. [Certiorari 
denied] Taxpayer, who was in the used- 
car business, was convicted of criminal 
fraud on the basis of direct proof that 
the “cost of goods sold” figure on his 
return exceeded by about $20,000 the 
cost of cars purchased. On appeal, the 
taxpayer claimed that the additional 
costs were actually incurred in cash for 
commissions, repairs, and the like, and 
that while he showed a separate amount 
for these expenses on the return, it was 
substantially lower than in other years. 
Nevertheless, in the absence of proof that 
the expenses were incurred, the court 
of appeals held the verdict sustained by 
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the evidence. Eggleton, cert. den., 


10/8/56. 


Conviction based on net-worth method 
upheld. [Certiorari denied| Defendant 
alleged the Government erred when it 
failed to give him credit for cash and 
inventory on hand at the beginning of 
the period and when it failed to pursue 
all leads tending to support his in- 
The Tenth Circuit held that 


the evidence tended reasonably to sup- 


nocence, 


port the jury’s guilty verdict and that 
that the 
reasonable 


the record indicates Govern- 


ment did make a effort 
to track down all sources of possible in- 


formation. Mighell, cert. den., 10/8/56. 


Conviction under net-worth method re- 
versed; didn’t prove likely source of 
income. Taxpayer, an operator of a 
numbers game, was indicted for income 
tax evasion. The Government’s proof 
was a net-worth computation. Although 
the jury returned a verdict of guilty, 
the court grants the defendant’s motion 
for acquittal because the Government 
likely 


Donovan, 


did not prove a source of un- 


reported income. DC Va., 


6/6/56. 


Cash on hand at beginning added to 
opening net worth. The court finds on 
the 
not reported, that taxpayer had $40,000 


evidence, the details of which are 
cash on hand at the beginning of 1946 
rather than $3,500 as contended by the 
Government. Nahas, DC Cal., 10/9/56. 
In net-worth computation, assets taken 
at market value; expensed improvements 
excluded. [Certiorari denied| Taxpayer 
objected to the Commissioner's ignoring 
inventories in computing his income on 
the net-worth basis, thus assuming in- 
ventories in the period remained con- 
stant. The Tax Court held the taxpayer 
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the inventories 


were. During the period under review 


had not shown what 
taxpayer sold part of a coal and lumber 
yard. The opening figures for this prop- 
did 


which the taxpayer had expensed in 


erty not include improvements 
prior years. The Tax Court found this 
equitable. To allow a higher figure 
would give him a double benefit of the 
cost of improvements. The Fourth Cir- 


cuit affirmed. Bond, cert. den., 10/22/56. 


Bank-deposit and net-worth methods ap- 
proved. [Certiorari denied] Defendant 
destroyed all his original records, giv- 
ing Government agents only summaries. 
Overruling his objections, the Seventh 
Circuit approved the presentation to 
the jury of circumstantial evidence, in 
the form of bank deposits and increase 
in net worth, to show unreported in- 
come. Defendant's own statements and 
prior tax returns were held sufficient to 
establish a starting point. The court 
found that there indica- 
the trial that 
bill of particulars resulted in surprise 


also was no 


tion at the denial of a 


or the denial of a fair trial to de- 


fendant. Doyle, cert. den., 11/5/56. 
New trial ordered; “willful evasion” 
improperly defined. Taxpayer, his ac- 
countant, and his bookkeeper were in- 
dicted for attempting to evade com- 
pany income taxes. The jury, after a 
day of deliberation, requested further 
instruction on the subject of willfull- 
The 
counsel for taxpayer, used these words 


1ESs. judge, over’ objection by 


in his explanation: “a thing done with- 
out ground for believing it lawful, or 
marked by 


conduct reckless disregard 


whether or not one has the right so 
to act.” The defense objected to the 
words ‘reckless disregard.” Only the tax- 
payer was found guilty. A new trial is 
ordered by the court because of the im- 
Forster, CA-9, 10 


proper definition. 


19/56. 


Reverse conviction of CPA; charge to 
the jury on net worth was confusing. 
Taxpayer, a CPA with what the court 
described as the largest accounting prac- 
tice in Niagara Falls, N. Y., had varied 
business interests including a large in- 
vestment portfolio, two farms, a canning 
plant, and 13 parcels of real estate. He 
was also the treasurer of a cold-storage 
plant. Because books and records were 
lacking, the evidence drawn from bank 
and other records was extremely compli- 
The Circuit finds the 


cated. Second 





record below confusing. Although there 
was nonfinancial evidence of evasion 
(attempts to persuade banks and others 
to alter or conceal records), it was re- 
versible error not to present a Clear, 
cogent, convincing computation of 
changes in net worth and for the judge 
to fail to explain it adequately to the 
jury. The conviction is reversed, and a 
new trial is ordered because the charge 
to the jury did not include a summary 
of the nature of the net-worth method, 
the assumption on which it rests, and 


the inferences available both for and 
against the accused. O’Connor, CA-2, 
10/1/56. 


Can’t base refund on errors in Govern- 
schedules. The 
missioner assessed deficiencies, finding 


ment’s net-worth Com- 


additional income by using the net- 
worth method. Taxpayer paid the de- 
The 
jury’s verdict was for the Government. 


ficiencies and sued for a refund. 
rhis court affirms; the jury was prop- 
erly instructed that the burden of proof 
was on taxpayer. His evidence of errors 
in the Government's computation did 
not prove his right to a refund. Hansen, 
CA-10, 10/1/56. 


Improper to dismiss indictment because 
tax liens prevent hiring accountant. In 
1951, the 
defendant's 


Government tied up all of 


assets through jeopardy 
assessments and tax liens. In 1953, it in- 
the 


criminal case was founded on net-worth 


dicted him. Because Government's 
computations, the defendant claimed he 
could not properly defend himself with- 
out money for an accountant. The dis- 
trict court agreed. The. services of an 
accountant would be necessary to pro- 
vide the defendant with effective coun- 
sel, it said. The court could appoint an 
attorney to serve without pay, but it 
could not so appoint an accountant. 
The district court therefore ordered the 
indictment dismissed. The Seventh Cir- 
cuit reverses by a two-to-one decision. 
The defense may not need an account- 
ant, and the court should not speculate 
on the nature of his defense, the appeals 
court reasons. One concurring opinion 
holds the district court judge should 
delay trial until taxpayer can defend 
his case properly. One dissent agrees 
with the district court that the jeopardy 
assessment denies due process of law 
and that defense counsel is as entitled 
to the necessary tools of defense as he 


would be to reasonable time for prepara- 
tion. Brodson, CA-7, 10/31/56. 
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ANNOUNCING THE PUBLICATION OF 
PRACTITIONER’S GUIDE No. 2: 


“Everyday tax planning 


to increase the family’s 


spendable income’ 


9 


A USEFUL HANDBOOK FOR LAWYERS, ACCOUNTANTS AND BUSINESSMEN 


Chis new handbook helps you deal effectively with your most com- 
mon tax problem — how to plan so more money will be left to spend 
after taxes are paid. It gives you a current report on how to apply the 
law, new court decisions, and the best thinking of experienced tax men 
to the money problems of the family. Don’t confuse this with “estate 
planning” . . . here we are concerned with LIFETIME PLANNING ... 
how to arrange money, investments, insurance, real estate — corporations, 
family partnerships, trusts, gifts to minors . . . so there will be more 
spendable income left after taxes. 


” 


“Everyday Tax Planning . . .” contains summaries of all important 
court decisions and Revenue Rulings of the year on this subject, plus 
analytical material interpreting these new developments. All this material 
is taken from recent issues of The Journal of Taxation — which assures 
you of practical, authoritative treatment. Of special value are tax plan- 
ning techniques now made possible by the new Code. These are outlined 
fully. 160 pages—plus cover, page size 6 x 9 inches, price $2.95. 


WHAT THE PRACTITIONER’S GUIDES ARE... 


Each of the Practilioner’s Guides is a concise handbook containing all the sig- 
nificant material on a particular subject which has been published in THE JOURNAL oF 
l'axATION during the past year. Each Guide includes interpretative articles, summaries 
of current court decisions and Revenue Rulings affecting that subject, plus comment 
by THE JourNAL’s editors. The purpose is to bring together in a handy, low-cost hand- 
book all a practitioner needs to orient himself on the current picture of that subject. 
It is intended to eliminate hours of searching, looking up, gathering together from 
diverse sources, the material needed to get the current picture. 


The Guides vary in size from 16 to 160 pages (6 x 9 inches) ; paper cover. The price 


varies from 50¢ to $3. 
Editor of The Practitioner’s Guide series is Eleanor McCormick, LL.B., CPA, tech- 


nical editor of THE JouRNAL oF TAXATION. In addition each guide will be specially 
edited by the department editor of THE JouRNAL concerned with that subject. 


STILL AVAILABLE: Practitioner's Guide No. 1 “How to Organize the Close 
Corporation to Minimize Taxes Under the 1954 Code” is still available. 72 pages, $2 per 
copy. It may be ordered with the coupon at the left. 





INCLUDED are tax-saving 
ideas in the following areas: 


Gifts to minors 
Inter-family debts 
Charitable contributions 
Private foundations 
Short-term trusts 
Joint tenancy 
Divorce arrangements 
Variable annuities 
Use of E Bonds 

Life insurance 
Drafting techniques 

. . . and others 
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To: The Journal of Taxation, Inc., 147 E. 50 St., New York 22 


Please send me copies of Everyday Tax Planning 
to Increase the Family's Spendable Income, at $2.95 each. 


Also send me copies of How to Organize the Close 
Corporation to Minimize Taxes Under the 1954 Code, at $2 
each. | enclose $ [Add 3% sales tax in NYC] 
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company 

street 

city state 
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TAX ASPECTS OF ESTATE PLANNING 


Estate & gift taxation 


OF INTEREST TO TAX PRACTIONERS 





Life-insurance gifts subject to 


rules on contemplation of death 


INCE LIFE-INSURANCE POLICIES are ir- 
S revocably connected with contempla- 
tion of death, their donation as gifts is 
subject to unusually complicated con- 
siderations. Howard W. Rea, a Colorado 
attorney with Lewis, Grant & Davis, sum- 
marized these complications at the Fifth 
Annual Tax Institute at the University 
of Denver. His analysis: 


Initial disadvantage 


Since 1950, gifts have been immune 
from inclusion in a decedent’s gross 
estate as gifts made in contemplation 
of death unless the transfers were made 
within three years of the date of the 
decedent’s death. However, gifts made 
within the three-year period are pre- 
sumed to have been made in contempla- 
tion of death unless the estate can prove 
otherwise. In theory, gifts of life insur- 
ance made within this three-year period 
perhaps should stand upon the same 
footing as gifts of other types of prop- 
erty for this purpose, with taxability de- 
pending upon whether the gift was 
primarily motivated by the thought of 
death and reasons associated with it or 
by reasons associated with life and hence 


” 


sometimes referred to as “life’’ motives. 
Nevertheless a gift of life insurance 
starts out with an initial disadvantage 
in a contemplation-of-death case because 
some consideration is likely to be given 
to the peculiar nature of life insurance 
itself. People usually buy insurance for 
reasons associated with their own deaths. 
Court decisions have observed that life 
insurance policies are inherently testa- 
mentary in nature. Although this aspect 
of life insurance alone will not sup- 
port a finding that a gift of life insurance 
was made in contemplation of death, it 
undoubtedly renders gifts of insurance 
somewhat more vulnerable in contem- 


plation-of-death cases, even though lip 
service may be paid to its similarity to 
other types of property and this element 
of decision is not articulated. 

Although many pages could be de- 
voted to distinguishing between so-called 
“life” motives and “death” motives gen- 
erally, a few principles are peculiarly 
applicable to gifts of life insurance. 

1. Emphasis upon making gifts of life 
insurance has been on the saving in 
estate taxes. Yet avoidance or reduction 
of estate tax is very clearly a death 
motive, and this fact must obviously be 
kept in mind if one is counseling a 
gift of life insurance. 

2. A gift to put one’s property beyond 
the reach of creditors has been rejected 
as a “life” motive, where under local 
law an irrevocable designation of bene- 
ficiaries would effect the same result. 

3. A gift of other kinds of property 
can usually be defended by claiming, as 
life motives, either the income needs of 
the beneficiaries, a desire to make them 
financially independent, or a desire to 
acquaint them with the problems of 
managing property. These defenses are 
not usually available in the case of a 
gift of life insurance. 

4. A gift in contemplation of death, 
as well as a taxable gift, may be found 
not only in a gift of the policy itself but 
also in such other acts as the payment 
of a premium or the gift of a premium 
payment, in the surrender of incidents 
of ownership, in the release of a power 
to exercise jointly an incident of owner- 
ship with the donee, or in the relinquish- 
ment of a reversionary interest which 
would amount to an incident of owner- 
ship. 

5. A gift of life insurance to trustees, 
where the terms of the trust indicate the 
settlor-insured’s intention that the 


trustees should keep the policies un- 
touched during his lifetime, is difficult 
to defend if made within the three-year 
period, 

6. On the other hand, where the pre- 
vious gift of the policy itself is not in 
question (for example, where the three- 
year period has run), the donee’s pos- 
session of the policy has been held to 
supply a “living” motive for subsequent 
gifts to enable him to maintain it. 


Paying premiums during last 3 years of 
life 

Interesting questions can arise where 
the policy has been given away before 
the three-year period but the insured 
subsequently makes premium payments 
during the three-year period. In the 
converse of this situation, where the 
policy was given away in contemplation 
of death but the donee paid the subse- 
quent premiums, it was held that the 
policy proceeds were to be regarded as 
partly derived from the decedent's trans- 
fer and partly derived from the donee’s 
premium payments. Accordingly, the 
proceeds were ratably allocated, exclud- 
ing from the taxable estate the part con- 
sidered attributable to the donee’s pay- 
ment of premiums. The same principles 
are very likely to be applied under 
Section 2035 where the premium pay- 
ments but not the policy are transferred 
in contemplation of death. If so, it 
would certainly be desirable, where gifts 
of insurance are planned, to give away 
old policies when the donor will con- 
tinue to pay the premiums (so that the 
major portion of the proceeds would 
escape tax if the donor survives the 
three-year period) and to give away 
newer policies when the donee can pay 
the premiums himself (so that each suc- 
ceeding premium payment removes a 
substantial portion of the proceeds from 
the federal estate tax). 

It has been argued that a $3,000 
premium payment which is worth no 
more than $3,000 when made must be 
regarded as a gift of only that amount 
for purposes of the contemplation-of- 
death provision. This argument over- 
looks the principle underlying the de- 
cision in Liebmann v. Hassett; 148 
F(2d) 247 (Ist Cir. 1945), that a gift in 
contemplation of death is included in 
the taxable estate at its value at the date 
of the donor’s death and not according 
to its value at the date of gift. The prob- 
lems this could lead to when transferred 
property has appreciated or depreciated 
or when transferred property has been 
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sold and the proceeds converted in 
other property, which may have gone 
up or down in value, can be imagined 
and remain virtually unexplored in the 
courts. Nevertheless, the transmutation 
of premium payments into insurance 
proceeds is almost too obvious to involve 
any need for tracing or explanation, 
especially where the proceeds are great- 
ly in excess of the total premiums paid. 
Accordingly, there is a strong probability 
that the principle of Liebmann v. 
Hassett will find continued application, 
and that the question of who paid the 
premiums will continue to be relevant 
for this purpose. 

Of course there is a valid (though 
sometimes slight) distinction between an 
actual premium payment by the insured 
and a gift of cash which the donee 
chooses to apply to the payment of an 
insurance premium. Certainly a differ- 
ent problem would be presented where 
the premium notices are sent directly 
to the donee and the donor is astute 
enough to vary the time and amount of 
his gifts from the due dates and required 
amounts of the premium payments. A 
single $4,000 gift at Christmas, for 
example, might be very difficult for the 
Treasury to characterize as_ really 
amounting to the indirect payment of 
semi-annual premiums of $1,650, due 
April 1 and October 1, plus an addi- 
tional gift of $700. w 


Tax men doubt validity of 
proposed trust Regulation 


lax MEN are wondering about the 
validity of one of the proposed trust 
Regulations. Section 1.674(d)-2(a) im- 
putes to the grantor all the trustee’s 
powers if the grantor has the power to 
remove the trustee without cause and 
to substitute any other person, includ- 
ing himself, as trustee. This proposal, 
originally included in the ABA’s draft 
of the Code, was surprisingly rejected 
by Congress. The question now is 
whether the IRS can adopt a stand 
previously rejected by Congress. 

Ihe proposed trust Regulations take 
another interesting stand. Section 1.675- 
l(c) does not penalize a grantor simply 


On the other hand, many policies contain pro- 
vision for extended term insurance of the same 
face value in the event of nonpayment of pre- 
miums. As Mr. Bittker pointed out, it is not al- 
together logical in such a case to attribute the 
death proceeds to a recent premium payment 
when the death proceeds would have been paid 
without the premium payment. Bittker, Estate 
and Gift Tax Changes Under the 1954 Code: The 
Principal Changes, 1954 U. of Denver Tax Inst. 
140 at 152. 


because he gives a broad power to the 
trustee. In determining whether a trustee 
has tax-attracting powers, such as to sell 
trust property to the grantor for less 
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than value, or to lend it to him with- 
out adequate security, the Treasury says 
it will look to the “actual administra- 
tion” of the trust. * 


Apportioning the estate tax is still 


difficult; state laws vary 


TAX PRACTITIONER who is either care- 
less or unaware of the conflicting 
decisions and statutes on estate tax ap- 
portionment can cause severe tax diffi- 
culties for some beneficiaries and, at the 
same time, defeat the will of the testator. 
For that reason, when he formulates 
an estate plan, he must take care to see 
that it clearly specifies how the expense 
of the Federal estate tax is to be al- 
located among the beneficiaries. He 
must decide whether the tax cost should 
be treated like any other administration 
expense and be charged against the 
residue, or, as an alternative, he may 
deem it best to have the expense appor- 
tioned among the beneficiaries. 

When the ABA Committee on Probate 
Practice, chairmanned by Christian M. 
Lauritzen II, recently investigated the 
subject of estate tax apportionment, it 
found that a surprising amount of con- 
fusion exists in almost every part of the 
country. This confusion is surprising in 
view of the great number of estates in 
which the problem arises. 

To show the dire results of this con- 
fusion, Mr. Lauritzen (writing for the 
committee) cited the example of a busi- 
nessman who is worth $500,000. In his 
will, he leaves one-half of his property 
to his wife outright as a marital deduc- 
tion and the residue to his two daughters 
outright. Upon his death, it develops 
that one-half of his estate is in farm 
lands which he has purchased in the 
name of himself and his wife as joint 
tenants. Observe how the tax burden 
falls if the residue must pay the full 
amount of the estate tax — $46,000: 


Property passing under will . $250,000 
One-half to widow 125,000 
Residue to daughters 125,000 
Federal estate tax 46,000 
Net to daughters 79,000 
Net to widow $375,000 


In most instances such a result would 
be completely contrary to the testator’s 
intentions. Yet in most jurisdictions 
precisely this unwanted and unjust re- 


sult would be incurred. Seventeen states 
have statutes dealing with the problem 
of apportionment. Three states (Kansas, 
Oregon and Rhode Island) have statutes 
which provide for apportionment of 
the state’s share of the Federal estate 
tax, and two others (Minnesota and 
North Dakota) have statutes dealing 
with state taxes. Texas has a statute 
dealing with apportionment where com- 
munity property is involved. 

The remainder of the states have no 
statute dealing with apportionment of 
death taxes. The lack of statutes and 
decisions on apportionment of the 
Federal estate tax in these states leaves 
the attorneys and courts with little to 
go on outside of clutching at straws. The 
confusion created by statutory provi- 
sions relating to state estate taxes adds 
to the problem. 

Perhaps symptomatic of this confusion 
is the disturbing fact that the reports 
by the committee members showed no 
prevailing practice in these states with 
regard to handling the apportionment 
problem. In view of the serious conse- 
quences of a failure to provide specifi- 
cally for the source of payment of the 
Federal estate tax, the lack of any pre- 
vailing practice indicates a need for 
arousing the lawyers to an awareness of 
the problem and the necessity of making 
specific provision in all wills with regard 
to apportionment. 


Recommendations 


The following recommendations are 
submitted: 

1. All lawyers engaged in the draft- 
ing of wills and trust agreements should 
familiarize themselves with the problem 
of apportionment and the conflicting de- 
cisions with regard to the source from 
which payment of Federal estate taxes 
must be made. 

2. A uniform statute with regard to 
this problem should be passed by all 
of the states. 

3. Every lawyer should impress upon 
his clients the necessity of a clear de- 
cision as to the source of the payment of 
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Federal estate taxes. It is believed that 
in most cases a testator to whose atten- 
tion the problem has been accurately 
drawn will decide in favor of apportion- 
ment rather than in favor of having the 
residuary legatees shoulder the entire 
burden. 

4. Whatever the decisioi: made by the 
testator, the will should clearly and ex- 
plicitly state what the intention is. The 
stereotyped, boiler-plate provision for 
the payment of taxes should not be re- 
lied on. For example, in the case of Jn 
re Reed’s Estate (45 Pa. D. & C. 628 
(1942)) the testator’s will provided that 
“all inheritance, legacy, succession, or 
similar duties or taxes shall be paid out 
of my residuary estate.” Pennsylvania 
had a statute providing for the appor- 
tionment of estate taxes. The question 
raised was whether the will had nullified 
the statute by providing for the pay- 
ment of all taxes out of the residue. The 
court, holding that the apportionment 
statute applied and that certain inter 
vivos trusts must bear their fair share 
of the Federal estate tax, stated that 
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the quoted language was nothing more 
than the “familiar clause found in so 
many wills” directing that all taxes be 
paid out of the residue and that it did 
not evidence any intention not to have 
apportionment apply against the inter 
vivos trusts. 

In the light of this and numerous 
other cases, it is submitted that a mere 
direction that taxes should or should 
not be paid out of the residue is not 
sufficient to solve the problem. It is 
recommended that in every will there be 
inserted a specific statement of the 
testator’s intentions, either the intention 
to apportion such taxes or the intention 
not to apportion such taxes. 

If specific language of intention is 
added to a tax-payment clause, it is be- 
lieved that much of the present confu- 
sion arising from the ambiguity of 
boiler-plate tax-payment provisions will 
be avoided. Explicit statements of such 
an intention will also focus the testa- 
tor’s attention upon the problem and 
will in many cases change the present 
situation. * 


New Ruling: capital gain on distributions in 


kind under marital-deduction formula 


. e WHOLE PROBLEM of estate dis- 
tributions in kind is a tricky one. 
Recent Revenue Ruling 56-270 is caus- 
ing some anxious restudying of marital- 
deduction clauses used in estate plans 
that contemplate distributions in kind. 
Because of the wide interest in the 
questions arising from this Ruling we 
asked Professor A. James Casner of the 
Harvard Law School for his comments. 
It happens that Mr. Casner’s new book 
on Estate Planning* had just been pub- 
lished with comment on the subject but 
prior to issuance of this Ruling. Mr. 
Casner has sent us the relevant discus- 
sion from the book, together with a note 
on Revenue Ruling 56-270 which he has 
prepared for the annual supplement of 
his work soon to be published. Here is 
what Mr. Casner says about it: 

in the absence of controlling provi- 
sions in the will, it is generally recog- 
nized that the executor is under a duty 
to convert into cash, as rapidly as is 
feasible, all personal property not 
specifically bequeathed.! It is usual, how- 
ever, to authorize the executor to retain 
assets in the estate and to satisfy pecuni- 
ary legacies by a distribution in kind, 


and if a division into shares of the 


residue is directed, to make the division 
and distribution in kind. Such authoriza- 
tions give the executor the discretion to 
proceed in the manner that is most in- 
telligent under all the circumstances.? 
In this connection, it should be re- 
membered that property sold by the 
executor within one year after the de- 
cedent’s death must be included in the 
gross estate at its value at the time of 
sale if the executor chooses the optional 
date for valuing the gross estate. 

When the executor is authorized to 
satisfy a pecuniary legacy by a distribu- 


*CASNER, ESTATE PLANNING—CASES, STATUTES 
TEXT AND OTHER MATERIALS, 648-651 (2d Ed. 
1956), published by Little, Brown & Co., Boston. 
Copyright 1956, Little, Brown & Co., used here 
with permission. 
‘In re Lazar’s Estate, 139 Misc. 261, 247 N.Y. 
Supp. 230 (1930). 
“On the termination of a trust of personal prop- 
erty, it is generally recognized that it is the duty 
of the trustee to convert the trust property into 
cash and distribute the cash rather than to dis- 
tribute the trust property in kind. 3 Scott on 
Trusts §347 (2d Ed. 1956). However, if at some 
designated time the trustee is directed to divide 
the trust property into shares and to hold each 
share in a separate trust, it has been recognized 
that he may divide in kind and allocate property 
in kind to the separate shares, and he may even 
be permitted to do this when certain shares are 
to contain a specified amount. Id. §347.6. It is 
usual to provide in the trust instrument that the 
trustee may distribute in kind on the termination 
of the trust and that he may divide and allocate 
in kind to each share when a division into shares 
is to be made. 
*1954 LR.C. §2032. 

In Rev. Rul. 54-444, 1954-2 C.B. 300, it is deter- 


tion in kind, the property so distributed 
is valued for this purpose, in the 
absence of any contrary provision in the 
will, at its value at the date of distribu- 
tion.4 The will, however, may authorize 
the executor to fix the value of the 
property distributed in kind.5 But such 
a power in the executor may be deemed 
a power of appointment, and care must 
therefore be taken to make certain that 
it is an exempt power for gift and estate 
tax purposes, lest unwanted tax con- 
sequences result. Furthermore, when the 
pecuniary gift is to qualify for the 
marital deduction, such a power in the 
executor may disqualify the gift fo 
that purpose, for the executor may be 
deemed to have power to divert the 
property from the control of the sur- 
viving spouse. Consequently, it is recom- 
mended that the executor not be given 
power to fix values in connection with 
a distribution in kind to satisfy a pecuni- 
ary gift designed to qualify for the estate 
tax marital deduction.® 

The decedent may provide in his will 
that, if the executor satisfies a pecuniary 
gift by a distribution in kind, the value 
of the distributed property shall be the 
same as its valuation in the decedent's 
gross estate rather than its value at the 
date of distribution. Thus the following 
sentence might be added to the language 
describing the amcunt of a formula or 
a non-formula pecuniary gift: 

“The payment of this amount may be 
made wholly or partly in kind by trans- 
ferring to . . . specific securities or other 
personal property at the values finally 
determined for federal estate tax pur- 
poses for such property in the gross 
estate of the decedent.’’7 

But the question remains: Is such a 
provision desirable when a formula o1 
non-formula pecuniary gift is made? 

A provision like the one suggested 
permits the executor to examine the 


mined that a distribution of the assets of the 
decedent’s solely owned corporation to the execu- 
tor in liquidation of the stock of the corporation, 
within a year after the decedent’s death, consti- 
tutes a disposition of the stock of the company, 
and thus the date of such a distribution is the 
optional valuation date for Federal estate tax 
purposes just as though the stock had been sold 
on that date. 

‘Matter of Clark, 251 N.Y. 458, 167 N.E. 586 
(1929). Also, when a trustee allocates in kind to 
a separate trust of a designated pecuniary 
amount, the value of the securities is to be es- 
tablished as of the date of the allocation. 3 Scott 
ON TruUSTS $347.6 (2d Ed. 1956). 

‘Authority to fix values cannot be given to a 
oo in New York Decedent Estate Law 
fico. 

® Likewise the trustee of an inter vivos trust who 
is to establish a marital deduction trust of a 
designated pecuniary amount on the death of the 
settlor should not be given discretion to fix val- 
ues. 

* The similar provision in an inter vivos trust 
which calls for the establishment, upon the death 
of a settlor, of a marital deduction trust in a 
specified pecuniary amount might be as follows: 
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situation at the date of distribution and 
to decide how much shall be paid. If 
the value of certain property available 
for distribution is less than its valuation 
in the gross estate, he can satisfy the 
designated pecuniary amount by a dis- 
tribution in kind that is not then equal 
in value to the specified amount, or by 
a distribution in cash that is equal.to it. 
If the value of certain property avail- 
ible for distribution is greater than its 
valuation in the decedent’s gross estate, 
he can pay off the pecuniary gift by dis- 
tributing in kind property which exceeds 
in value the amount of the gift, or by 
distributing in cash the exact amount. 
effect the 
power to fix values, so that there exist 


Does the executor have in 


the same dangers that are present when 
he is given directly a power to fix values? 
There is no definitive answer to this 
question, but the mere fact that it can 
be raised suggests the desriability of 
avoiding the problem by not requir- 
ing that property distributions be on 
the basis of valuations for estate tax 
purposes. Agreement with such a con- 
clusion results in the adoption of the 
following type of provision: 

“The payment of this amount may be 
made wholly or partly in kind by trans- 
ferring to . . . specific securities or other 
personal property at values current at 
the date of distribution.’’§ 


Value at date of distribution 


Of course the satisfaction of a pecuni- 
ary gift by a distribution in kind at 
values current at the date of distribu- 
tion results in a capital gain to the 
estate of the decedent if the distributed 
assets have increased in value as com- 
pared with their valuation in the de- 
cedent’s gross estate, and a capital loss 
if they have decreased in value. But the 
cost basis to the distributee is the value 


of the distributed assets at the date of 


“The trustee may satisfy this amount wholly 
or partly by allocating in kind trust property at 
alues as finally determined for federal estate tax 
purposes for such trust property in the gross 
estate of the settlor of the trust.” 

The provision in note 7 supra should be changed 
in a similar manner. 

Commissioner v. Brinckerhoff, 168 F.2d 436 (2d 
Cir. 1948). 

In Lindsay C. Howard, 23 T.C. 962 (1955), the 
taxpayer became entitled to receive one-fifth of 
the net income accumulated between the time of 
the creation of the trust and the date he reached 
the age of twenty-one. When he reached that 
age, the trustee distributed to him in kind cer- 
tain shares of stock in satisfaction of his claim 
of one-fifth of the accumulated net income. It 
was held that the use of the stock by the trustee 
to satisfy the claim to the accumulated income 
was a “sale or other disposition” of the stock, 
and thus the distributee of the stock received a 
new cost basis equal to the amount of one-fifth 
1f the accumulated income which the transfer 
was made to satisfy. 

In Rev. Rul. 55-117, I.R.B. 1955-10, 7, a will 
was involved which directed that the net income 


distribution.® If the distribution in kind 
is on the basis of valuations for estate 
tax purposes, the estate of the decedent 
should not have a capital gain or loss 
regardless of the change in value of such 
assets, and the distributee should take 
over the cost basis that the assets had in 
the decedent's estate.1 


Eractional marital-deduction share 


When the marital-deduction gift is a 
fractional share of the residue of the de- 
cedent’s estate, and, when the executor is 
authorized to retain assets and to divide 
and distribute in kind, a determination 
to distribute in kind results in the 
marital-deduction gift receiving the 
designated fractional share of whatever 
assets are available at the time of dis- 
tribution.!1 Of course, the value of this 
fractional share for the purpose of the 
marital deduction is determined on the 
basis of gross estate values, and since the 
marital-deduction gift receives what is 
in fact the designated fractional share 
of the residue at the date of distribution, 
the gift may receive assets worth more 
or less than the amount taken as a 
marital deduction.!? 

In the situation just discussed, any 
variation in value between the amount 
of the marital deduction and the value 
of what is distributed to the marital- 
deduction gift is attributable solely to 
economic conditions. Clearly such varia- 
tion cannot be the basis of claiming a 
larger marital deduction if the fractional 
share has increased in value. Nor can it 
be used by the Government as a basis 
for claiming a deficiency if the frac- 
tional share has decreased in value. 
Furthermore, a distribution in kind of 
the fractional share should not present 
any capital gain or loss problems to the 
estate, and the assets distributed should 
have the same cost basis that they had in 


the estate of the decedent.13 


of the trust be paid to a designated beneficiary 
until he attained a specified age, at which time 
he was to receive one-fourth of the principal; 
the balance of the principal was to remain in 
trust until he attained another age, at which 
time it was to be paid to him. When the bene- 
ficiary reached the first age designated, the trus- 
tee distributed one-fourth of the principal to him 
by turning over, in kind, trust property equal to 
one-fourth of the value of the principal. The 
Revenue Ruling points out that the distribution 
was not in satisfaction of a definite amount of 
cash and, consequently, there was no sale or ex- 
change involved that would result in any capital 
gain to the trust. The cost basis of the property 
to the beneficiary was the cost basis which such 
property had in the trust. 

1e The lack of definite authority on these points, 
however, is another reason for avoiding the use 
of estate tax values in satisfying a pecuniary 
gift. 

1'The same is true when a fractional share of 
the corpus of an inter vivos trust is to be set up 
in a marital deduction trust on the death of the 
settlor. 

12 For example, suppose that a formula fraction- 
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TEXT OF REV. RUL. 56-270: 
BASIS OF PROPERTY 
ACQUIRED FROM 
A DECEDENT 


THE DECEDENT bequeathed in trust 
for the benefit of his wife an 
utilize the 
marital deduction to the maximum 
extent authorized by section 2056 
of the Internal Revenue Code ol 
1954 after taking into consideration 
any other property with respect to 
which such deduction is allowable. 


amount sufficient to 


The income from the trust 1s given 
to the surviving spouse for life with 
a power exercisable by her alone at 
death to appoint the entire interest 
to any other person or persons, or 
to her estate. 

Held, the marital trust fund was 
provided for in a fixed and definite 
“dollar amount.” Accordingly, capi- 
tal gains were realized by the estate 
to the extent that the fair market 
value of the property on the date 
of distribution to the trustee ex- 
ceeds the fair market value thereof 
on the date of the decedent's death 
(or, in the event alternate valuation 
is elected, the fair value 
thereof on the alternate valuation 
date). See William R. Kenan, Jr., 
114 Fed. 
(2d) 217, and Sarah P. Suisman v. 
Eaton, 15 Fed. Supp. 113, affirmed, 
83 Fed. (2d) 1019, certiorari denied, 
299 U.S. 573. Consistent with the 
foregoing conclusion, it is further 
held that losses measured by the 
difference between the basis of the 
property in the hands of the execu- 
tor and the value thereof at the date 
of distribution to the marital trust 
may be 


market 


et al. v. Commissioner, 


offset against the gains 


realized. 











al-share gift of the residue is made to the trus- 
tees, and by applying the formula the fractional 
share amounts to two-fifths of the residue, and 
the value of this share, based on gross estate 
values, is $200,000. The marital deduction is 
$200,000. However, when the date for distribu- 
tion of the residue arrives, the property in the 
residue may have decreased in value as compared 
with its valuation in the gross estate so that two- 
fifths of the residue is less than $200,000, or it 
may have increased in value so that two-fifths 
of the residue is more than $200,000. In either 
ease the trust receives two-fifths of the residue 
at the date of distribution. 

18 (This footnote will be added by the first an- 
nual supplement to CASNER, ESTATE PLANNING— 
Cases, STATUTES, TEXT AND OTHER MATERIALS, 
2d Ed. 1956.) 

Revenue Ruling 56-270, LR.B. 1956-25, 22, is 
not inconsistent with the text, even though it 
holds that a capital gain is realized by the estate 
when it satisfies a formula marital-deduction gift 
ealling for a fixed and definite dollar amount by 
transferring, in kind, property which has in- 
creased in value since the decedent’s death. The 
textual statement deals with a fractional-share- 
formula gift which does not call for a fixed and 
definite dollar amount. 
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New estate & gift decisions this month 





Wife’s estate includes community prop- 
erty gift by husband. In some com- 
munity property states, the husband 
can make community 
property to third persons. When he does 


valid gifts of 


so, in effect he acts as his wife’s agent. 
Thus, if the gift is in contemplation of 
the wife’s death, her 50% interest in the 
property transferred would be included 
in her gross estate. Rev. Rul. 56-408. 


Only one copy of most estate and gift 
tax forms now required to be filed. The 
Internal 
that it is necessary to file only one copy 
of most estate and gift tax forms. Some 
of the forms covered by this ruling are 


Revenue Service announces 


the preliminary notice (Form 704), the 
estate tax return (Form 706), the gift tax 
return (Form 709), and the donee’s in- 
formation return (Form 710). Rev. Rul. 
56-471. 


No marital deduction for Michigan sup- 
port allowance to widow. In Rev. Rul. 
56-83, the IRS ruled that widow’s sup- 
port allowances payable under various 
state laws would qualify for the marital 
deduction only if the interest of the 
widow was vested immediately on her 
husband’s death and did not depend on 
her surviving for a certain period. How- 
ever, the Commissioner disallowed this 
widow’s allowance for the marital deduc- 
tion. The court agrees that payments to 
a widow for her maintenance during ad- 
ministration of the estate, as provided 
by Michigan law, are neither an in- 
herited interest nor a statutory interest 
in lieu of dower. They are an adminis- 
tration cost. Rensenhouse Estate, 27 TC 
No. 10. 








tax problems? 


For the quick answer to all 
Federal tax questions, keep 
Alexander's Federal Tax 
Handbook, 1957 Edition, on 
your desk at all times. See 
back cover for order blank. 
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Insurance policies includible; decedent 
paid premiums indirectly (prior law). 
Decedent’s widow possessed the inci- 
dents of ownership of three insurance 
policies on his life, and she was bene- 
ficiary of these policies. The policies 
are therefore includible in his gross 
estate, except to the extent that pre- 
miums were paid before 1941. [Under 
the 1954 Code, as under pre-1941 law, 
payment of premiums does not make a 
policy subject to estate tax. Ed.] The 
marital deduction is allowed to the 
extent the policies are includible. Miller, 
DC NY, 10/16/56. 


Widow’s interest in portion of trust does 
not qualify for marital deduction. De- 
cedent’s will left his residuary estate in 
trust, two-thirds of the trust income 
being payable to the widow for life. A 
codicil to the will gave the wife a 
general power of appointment over one- 
half the trust corpus. Although the 
widow exercised this power about a 
year after decedent’s death,. the court 
holds that the interest was terminable 
at date of death. Although she had a 
power of appointment, there was no 
certainty she would exercise it, and 
except for the power she had merely a 
life income. Further, the interest did 
not qualify under the exception for cer- 
tain powers of appointment because the 
widow's right to income and power to 
appoint did not extend to the entire 
trust corpus. [The 1954 code permits a 
marital deduction where the widow is 
entitled to all of the income for life 
from a specific portion of the trust with 
a power to appoint such specific por- 
tion. Ed.] Shield Estate, CA-9, 10/9/56. 


Estate includes property transferred in 
excess of annuity retained. At the age 
of 81, decedent transferred about $50,- 
000 of securities to each of two daugh- 
ters. Under the terms of the transfer, the 
daughters were to pay decedent all of 
the income for her life and to make ad- 
ditional payments to the extent that the 
annual income was less than $1,500. The 
district court excluded the value of 
these securities from the gross estate 
on the ground that the transfers con- 
stituted bona fide sales. This court re- 
verses. The value of the securities is in- 
cludible as a transfer in which the de- 


cedent retained a life interest. However, 
the case is remanded for a determina- 
tion of the value, if any, of the daugh- 
ters’ obligation; only the excess of the 
market value of the property transferred 
over the value of the daughters’ obliga- 
tions is includible in the gross estate. 
Smith Estate (Greene, Ex’r), CA-7, 
10/15/56. 


Marital deduction for trust; widow. had 
unlimited invasion right. Decedent's will 
divided his residuary estate into three 
equal shares, one of which was left out- 
right to his widow. The other two shares 
were placed in trust. Under the terms of 
the trust, the net income was payable 
to the widow for life. She also had the 
power to demand an advance of any 
part of the corpus at any time. The 
trustees, of which the widow was one, 
could terminate the trust at any time 
and divide the corpus among decedent’s 
children. The court holds that the 
widow’s interest in the trust qualified 
for the marital deduction because of her 
absolute power to invade the corpus. 
Miller, DC NY, 10/16/56. 

Civilian consultant not member of 
armed forces; no estate tax exemption. 
[Certiorari denied] Decedent, a special 
consultant on the use of gliders for 
troop movement, served with the De- 
partment of the Army in a civilian 
status. He was killed in a training acci- 
dent. Since decedent’s status was that of 
a Civilian, the estate was not entitled to 
the exemption for a person dying while 
a member of the Armed Forces. du Pont 
Estate, cert. den., 10/22/56. 


Tax Court’s valuation of closely held 
stock upheld. Stock in a family corpo- 
ration was valued by the estate at $150 
a share, and this figure was supported 
by testimony of several qualified ex- 
perts. The Commissioner contended for 
a value of $600 a share, which was less 
than the book value of the stock. The 
Tax Court found the value to be $375. 
The circuit court upholds the Tax 
Court’s finding, although no testimony 
offered by the Commissioner to 
rebut that of taxpayer’s witnesses. It 
says that the finding was supported by 
financial data in the record. Further, it 
was not prejudicial error for the Tax 
Court to exclude testimony that the In- 
ternal Revenue Service had settled for 


was 


a value of $150 in the estate of another 
shareholder who died shortly after this 
decedent. This testimony would have 
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little probative value in the present 
case. Fitts Estate, CA-8, 10/30/56. 


No marital deduction for trust though 
widow had power over portion (old 
law). [Certiorari denied| Under the 
terms of a revocable trust created by 
decendent, decedent’s wife had a power 
of appointment over a portion of the 
trust one-half of his 


equal to gross 


estate. This was found to be a single 
trust, and since the widow did not have 
a power of appointment over the entire 
trust, no part of the trust qualified for 
a marital under the 1939 
Code. [Under the 1954 Code, the deduc- 
tion is not denied merely because the 


deduction 


power extends to only a portion of the 
trust. Ed.] Sweet Estate, cert. den., 
10/22/56. 


Tax Court finds value of farm land. 
Included in decedent’s gross estate were 
#40 acres of farmland, including a resi- 
The 
evaluation of 


dence and manor. Commissioner 


$120,000 
based on an offer to purchase which was 


The 


contended for 


later withdrawn. estate’s experts 


placed a valuation of $80,000 on the 
real estate. The Tax Court splits the 
difference. Brown Estate, TCM 1956-240. 


Limitation period on credit for state 
death taxes is alternative to general 
period provided by limitations statute. 
Section 813(b) of the 1939 Code pro- 
vided that a credit for state death taxes 
would be allowed if it was paid within 
four years after filing of the estate tax 
return and a claim was filed within this 
period. The general statute of limita- 
tions required that the claim be filed 
within three years after the payment of 
the tax. The Service holds that a claim 
for credit for state death taxes is allow- 
able if it was filed more than four years 
after the estate tax return but less than 
three years after the tax was paid. The 
special limitation is construed as an 
alternative to the general limitations 
statute and not as a reduction upon it. 
[Under the 1954 Code, the same rule 
applies except that the general period 
of limitations on refund claims for estate 
tax is now two years after the tax was 
paid. Ed.|] Rev. Rul. 56-568. 





NEW DECISIONS INVOLVING GIFT TAXES 








Valuation of mineral interests found. 


In a memorandum decision in which 
few of the facts are indicated, the court 
finds the valuation for gift tax purchases 
in a 


number of mineral leases was $593,000. 


of fractional working interests 
The taxpayer had valued the interests 
at $427,000, and the Commissioner had 
made an assessment on the basis of an 


$872,000 value. Jones, DC Tex., 9/26/56. 


Ledger credits to daughters are not com- 
pleted gifts. [Certiorari denied] From 
1943 to 1949, the taxpayer credited his 
daughters each year with $3,000 in his 
ledger account. There was no delivery 
of property of any kind until 1950 when 
stock in the 
amount of the accumulated credits. The 
held that the ledger 
credits in prior years were not completed 


the taxpayer transferred 


Second Circuit 
gifts and that the gift was made in 1950. 
The penalty for failure to file returns 
was also imposed. The taxpayer did not 
show that he relied in good faith on 
counsel or expert accountants. Woolsey, 
cert. den., 10/8/56. 


Tax Court reversed on gift tax valua- 
tion. Taxpayer made a gift of farm 
land to his son, valuing the land at $26 
an acre for gift tax purposes. The Com- 


missioner contended for a value of 
$47.50. At the 
payer introduced the testimony of three 
independent experts that the value did 


not exceed $26. The Commissioner's re- 


Tax Court trial, the tax- 


liance was entirely on the assessed valua- 
tion for local property taxes. The Tax 
Court found a value of $36. This court 
reverses because there is no substantial 
basis in the record for the $36 valua- 
The itself 
knowledge of the land value on which 
to base such a finding. Cullers, CA, 
10/18/56. 


tion. Tax Court had no 


No gift; transfer was to settle threatened 
legal action. Taxpayer was a co-trustee 
of several trusts created for the benefit 
of her children and herself under her 
The 


trusts consisted largely of stock in a 


husband’s_ will. corpus of these 
family corporation. Taxpayer also pur- 
chased some of this stock outright from 
her husband's estate. Several years after 
her husband’s death, taxpayer's brother- 
in-law, as president of the company, pur- 
chased shares of stock from the corpo- 
ration for which he paid no cash but 
charged the purchase to his open ac- 
count. Complaints were filed on behalf 
of taxpayer’s daughter as beneficiary of 
one of the trusts. The complaints alleged 
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taxpayer's breach of fiduciary duty in 
permitting this purchase. Other bene- 
ficiaries threatened similar suits. 
payer settled these suits by transferring 


Tax- 


the stock she held in her own name to 
the children. The court holds that these 
transfers were not gifts but were made 
for a full consideration and without 
donative intent. Lampert, TCM 1956- 
226, 9/28/56. 


Transfer by 79-year-old person not in 
contemplation of death. At the age of 79, 
decedent transferred securities in trust 
for her daughter. Despite her advanced 
age at the time of the transfer and the 
fact that she died a year later, the court 
finds that the transfer was not in con- 
templation of death. Testimony showed 
that decedent was in good health at the 
time of the transfer and came from a 
Her 
motive in making the transfer was to 
reduce her 


family known for its longevity. 
she did not 
contemplate death. Sheldon Estate, 27 


TC No. 20. 


income taxes; 


Insurance not transferred in contempla- 
tion of death. In 1935, at age 65, de- 
cedent life-in- 
surance trust for the benefit of his wife 
and children. He 1949. The 


transfer was not made in contemplation 


created an_ irrevocable 


died in 


of death because decedent’s motive was 
to insulate the insurance policies from 
the risks of his speculative business. 
Since decedent did not pay any of the 
premiums on the policies after 1941 and 
had incidents 
of ownership, the policies were not in- 


divested himself of the 


cludible under the insurance provisions 
of the 1939 Code. Mudge Estate, 27 No. 
19. 


Gifts not in contemplation of death 
though donor had incurable disease. 
During the war years, decedent made 
substantial purchases of United States 
Savings Bonds in the names of his minor 
1936, he had become 
afflicted with an incurable disease from 
which he died in 1947 at the age of 47. 
However, 


daughters. In 


aware of 
the incurable nature of this disease and 


decedent was not 


was active in business until the time of 
his death. Medical testimony showed 
that persons afflicted with this disease 
had a life expectancy of 10 to 20 years 
with proper medical care. From these 
facts, the finds that the trans- 
fers of bonds were not made in con- 
templation of death. Browarsky Estate, 
DC Pa., 10/29/56. 


court 
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How operation of Justice Department affects 


settlement of disputed tax cases today 


by CHARLES K. RICE 


A knowledge of how the Department of Justice operates is valuable to a tax man 


because it gives him an intimate knowledge of the working of his client’s adversary. 


For the Justice Department is, after all, the Government’s lawyer in all cases 


other than in the Tax Court. This article, by the Assistant Attorney General, 


describes how the department has changed its operations during the past year or 


two, what its present work load and performance is, and what its immediate plans 


for the future are. Inferences may be drawn by tax men as to the amount and 


kind of attention they will get from the Government when they appear in court. 


es DEPARTMENT OF JUSTICE, by its 
lax Division, is not the originating 
agency in the administration of the In- 
ternal Revenue laws. This responsibility 
rests primarily upon the Internal Rev- 
enue Service. All regulations are issued 
by the Revenue Service. It sets up and 
operates the machinery for collecting 
and assessing taxes, it audits and investi- 
gates taxpayer's returns and negotiates 
with the taxpayer and his counsel on 
questions of tax liability. Not until a 
case actually reaches a court of the 
United States or one of the state courts 
does the Tax Division enter the picture. 
Once a case is in such a court, the De- 
partment of Justice, because it is charged 
with the duty and_ responsibility of 
representing the United States as a liti- 
gant in the courts and _ prosecuting 
offenses under the Federal laws, assumes 
complete jurisdiction over the case. 
Since the Tax Court is technically an 
independent tribunal in the Executive 
Branch of the Government, appeals 
brought by taxpayers to that court are 
defended by the Chief Counsel of the 
Internal Revenue Service, acting as at- 
torney for the Commissioner of Internal 
Revenue, rather than by the Tax Divi- 
sion of the Department of Justice. If, 


however, the taxpayer should pay his 
disputed tax and then bring a suit for 
refund in either a District Court or in 
the Court of Claims, or if an appeal 
should be taken to a Court of Appeals 
from a Tax Court decision, the Justice 
Department is charged with the duty 
of representing the Government. Gen- 
erally speaking, the Department has no 
responsibility with respect to tax cases 
unless and until they reach the point of 
litigation in one of these courts. 

Investigations in cases of suspected tax 
evasion and other criminal offenses un- 
der the revenue laws also originate in 
the Revenue Service. Such investigations 
are made by special agents of the Intelli- 
gence Division of that Service, and only 
after the Regional Counsel agree that 
prosecution is warranted is the case for- 
warded to the Justice Department. Most 
cases, both civil and criminal, do not 
reach our hands until there has been a 
considerable amount of prior investiga- 
tion and administrative review by the 
Revenue Service. 


How Tax Division is organized 
The Tax Division itself is subdivided 
on a functional basis into four legal 


sections: Trial, Appellate, Compromise 


and Criminal, and Administration. ‘The 
nature of the work performed in each of 
these sections is fairly obvious from the 
name of the section and it does not 
seem necessary to devote time to an 
extensive discussion of any of them. I 
would like to point out, however, that 
the organization is completely flexible 
in that an attorney may be transferred 
from one legal section to another should 
the need arise. Almost all civil tax cases 
are tried by attorneys from the Tax 
Division in Washington, and those rela- 
tively few cases that are tried by the 
United States Attorneys are under the 
supervision of Tax Division attorneys. 
The purpose of this, of course, is to as- 
sure a uniformity in the Government’s 
position relating to what one judge has 
termed “the patchwork crazy quilt as- 
semblage of unrelated acts making up 
the Internal Revenue Code.” A max- 
imum coordination of work on a policy 
basis throughout the Division _ is 
achieved through a reviewing staff of 
experienced attorneys and the over-all 
supervision of the Assistant Attorney 
General and his First Assistant. 


Three problems solved by Tax Division 


When my predecessor, H. Brian Hol- 
land, became head of the Tax Division 
in 1953 there were three main problems 
facing the Division, and it is to these 
problems, and the means taken to solve 
them in the past few years, that these 
comments are directed. At the beginning 
of 1953 the backlog of pending work, 
which had increased steadily every year 
since the end of World War II, threat- 
ened to reach unmanageable propor- 
tions; delays by the Tax Division in the 
filing of answers and other responsive 
pleadings in tax refund suits had been 
the subject of much adverse comment 
by bench and bar; and in the same 
manner delays in the processing of com- 
promise offers were a source of concern 
and irritation. I believe that today I 
can safely state that the situation is 
completely in control, and that despite 
the largest number of new cases eve 
to come into the Division, processing 
has been so improved and speeded up 
that the tax dockets in many courts are 
completely up to date. Also, despite the 
increase in new business coming into 
the Division, the backlog in pending 
cases was reduced in 1955 for the first 
time in ten years and further reductions 
in fiscal 1956 brought the total cut in 
the two years to more than 1,800. In 
1956, over 5,900 cases were closed, am 
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increase in closings of 18 per cent over 
1955 and 89 per cent over 1952. Reduc- 
tions were accomplished in every type 
of case handled in the Division. And, 
it might be added, this accomplishment 
came with a legal staff increase of only 
7% over 1955 and 45% over 1952. This 
battle to keep abreast of incoming cases 
and to cut down the backlog of pending 
cases was fought on several fronts. Vari- 
ous steps were taken to speed up inter- 
office processing of cases and constant 
consultation was had with the Revenue 
Service in what has been a _ successful 
effort to hasten inter-agency cooperation. 
\ permanent liaison committee believes 
the Tax Division and the Chief Coun- 
sel’s office has also been set up to con- 
sider inter-agency problems concerned 
with the civil administration and en- 
forcement of the internal revenue laws. 
Special expediting teams of attorneys 
were formed to look into every pending 
matter and make recommendations as 
to any possible method for a speedy dis- 
position. New blood was brought into 
the division by a slight increase in the 
legal staff. And constant consideration 
is being given in each section to the 
improvement of existing office pro- 
cedures with an eye to eliminating any 
roadblocks. This concerted divisional ef- 
fort, together with the Attorney Gener- 
al’s program to clear congested court 
dockets, has resulted, as I stated before, 
in up-to-date tax dockets in many courts, 
and an all-around speedier processing 


ot tax cases. 


How Criminal Section works 


Ihe section which receives the most 
publicity is, of course, the Criminal Sec- 
tion. In cases involving violations of the 
internal revenue laws, the Department 
of Justice acts as prosecuting attorney. 
While these cases are tried, for the most 
part, by United States Attorneys, it is 
frequently necessary to send out attor- 
neys from the Tax Division to provide 
assistance. For each of the past two years, 
the number of cases developed by the 
Revenue Service and referred to us for 
prosecution has increased, and all pres- 
ent indications are that this increase will 
continue throughout the next few years. 
\nd at the present, criminal convictions 
are at an all-time high. In fiscal 1956 
we had 718 convictions as compared with 
666 in 1955 and 410 in 1952. Our total 
convictions in the last four years now 
exceed 2,600, and this might be com- 


pared with 1,900 in the eight-year period 
of 1945-1952 or 2,300 in the thirteen- 


year period of 1940-1952. We are also 
proud, and justifiably so we feel, of our 
record of successful convictions in 94°% 
of our criminal prosecutions. We feel 
that this conviction record is note- 
worthy when the fact is taken into con- 
1956 brought a 33% 
rise in the number of criminal cases 


sideration that 


coming into the Division over the pre- 
ceding year. This rise in the criminal 
case-load is due partially to a step-up 
in the activities of the Revenue Service 
in the sphere of tax enforcement against 
small taxpayers, on the theory that this 
will be a deterring factor in chiseling 
by small income taxpayers. As a result, 
many of our recent criminal prosecutions 
were brought against taxpayers with an 
adjusted gross income of $5,000 or un- 
der. This is not to say, of course, that 
there has been any let-up in enforce- 
ment activities against large-scale tax 
evaders, and convictions have been ob- 
tained against persons in almost every 


walk of life. 


Civil litigation increases 

The civil side of our tax litigation 
comprises about 85% of the cases han- 
dled by the Division. Civil litigation 
presently pending in the Tax Division 
now involves a sum of money exceeding 
$496,000,000. Ten years ago the sum 
involved was $85,000,000. The money 
involved in civil cases which were closed 
in 1956 was $109,000,000, a 42% rise 
over the $77,000,000 of 1955 and a 112% 
rise over the 1952 figure of $51,000,000. 
This is just another indication of the 
marked increase in tax litigation. 


New cases hitting Trial Section 

The Trial Section has charge of all 
civil tax cases in the district courts and 
in the Court of Claims, and also of 
cases in the state courts of first instance 
to which the Government is a party or 
in which it is interested. About 85%, of 
these federal tax cases are suits for re- 
fund of taxes paid, and the balance con- 
sists of actions brought by the Govern- 
ment to collect unpaid taxes. We are 
likewise involved in actions in both 
Federal and State courts in bankruptcy 
and receivership proceedings, and in 
disputes concerning the various prob- 
lems that arise in connection with inter- 
governmental immunity from taxation. 
While one ordinarily thinks of the Tax 
Division as litigating attorney for the 
Internal 
problems of an entirely different nature 


Commissioner of Revenue, 


frequently arise. For example, as a part 
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of its collection efforts, the Tax Division 
has on occasion requested district courts 
to appoint receivers to operate diversi- 
fied businesses and cnterprises through- 
out the United States. Among these are 
a small midwestern weekly newspaper, 
a dozen rural telephone companies and 
a number of manufacturing plants. Sev- 
eral of our attorneys have become more 
or less experts on receivership proceed- 
ings and it is not unusual for them to 
be faced with the problem of advising 
a court on matters involving business 
judgment and management problems. 
Court activity by attorneys in our 
Trial Section in 1956 increased 44° 
over 1955 and was more than double 
that of 1952. At the same time that the 
Trial Section is handling the greatest 
influx of new cases in history, it 
has also substantially streamlined and 
speeded its handling of each case. Re- 
quests for continuances or extensions in 
pending matters have been constantly 
reduced from an average of over two 
per case in 1953 to .6 per case in 1955 
and further reduced to .2 per case in 
1956. It is believed that we have now 
reached what is an irreducible minimum. 


Emphasis on compromise procedures 


As another means of reducing ou 
large case load, we have been placing 
increased emphasis upon our compro- 
mise procedures. We still maintain, olf 
course, all the necessary safeguards of 
the Government’s interest. In the fiscal 
year 1956 we were able to settle 907 
cases either by compromise or admini- 
strative settlements. Civil compromises 
considered and acted upon in 1956 rose 
32%, over 1955 and 54% over 1954. 
Every case which can be compromised is 
a big step forward in the expediting of 
the work of the Division and you may 
rest assured that any bona fide offer 
will receive the most careful considera- 
tion. 


Separate appellate procedure 

The Tax Division, like each of the 
litigating divisions in the Department 
of Justice, has a separate section for the 
handling of cases in the appellate courts. 
It has been our experience that separ- 
ate appellate staff is preferable to having 


[Charles K. Rice is Assistant Attorney 
General of the United States, in charge 
of tax matters. This article is based on 
an address prepared for the Section of 
Judicial Administration of the American 
Bar Association.| 
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trial the 


through the courts. Our Appellate Sec- 


the attorney argue case up 
tion handies all appeals from decisions 
of the District Courts, all appeals from 
decisions from the Tax Court, appeals 
to State appellate courts in cases within 
the Division’s responsibility, and under 
the supervision of the Solicitor General, 
is responsible for tax cases in the 
Supreme Court. As a natural result of 
the general increase in cases within the 
Division, there has been a marked in- 
crease in appellate tax proceedings. We 
feel that our appellate performance is 
proof that the Division is reducing back- 
log of cases without lessening its pro- 
fessional standards; we are proud of our 
record on appeal. Our overall figures 
1956, 65% 


were decided in the Government’s favor. 


show that, in of all appeals 
This may be compared to 57% in 1955 
1952. In 1956 the Govern- 
ment won 70% of all appeals brought 


and 62° in 


by taxpayers and 50% of the appeals 
brought by the Government. 


Future plans 


Looking to the future, we see that 
the unprecedented flow of new cases into 
the Division will probably continue and 
indeed increase for several years to come, 
that 
records in each category of cases handled 


and this increase will set new 


by the Tax Division. 
The Internal Rév- 
enue recently announced that Revenue 


Commissioner of 


agents were going “to take a hard look 
at over four million income tax returns 
this year—twice as many as ever before— 
and come up with about 26,000 fraud 
cases.” 

Likewise, we have been informed that 
the Revenue Service plans a general 
and this in- 
creased momentum in examination will 


step-up in its activities, 


inescapably bring an increase in civil 

















order on approval 
ALEXANDER’S 
FEDERAL TAX 


HANDBOOK 


1957 Edition 

1100 Pages 
Use the order blank on the 
back cover and order your 
copy today. 








January 1957 


litigation. And there soon will start 
trickling into the litigation arena the 
excess profits taxes arising out of the 
Korean War. Also, problems in the in- 
terpretation of the new provisions of 
the 1954 Code 
the We 
this continuing rise in cases by a slight 


will soon start to hit 


courts. propose to deal with 


increase in legal staff, by a constant re- 


appraisal and streamlining of our operat- 
ing procedures, and by continued efforts 
to facilitate the smooth flow of work 
and information between the Revenue 
Service and the Tax Division. We think 
that the figures show that 1956 was the 
most successful and productive year in 
the history of the Tax Division, and we 
intend to keep this record going. w 


IRS issues new rules on mechanical 


reproduction of tax returns, forms 


y THE steadily increasing growth 
in the use by practitioners of 
photo-mechanical processes for repro- 
ducing tax 


returns, pronouncements 


by the Service on conditions _ sur- 
rounding the use of such processes are 
of major importance. For this reason 
we are reproducing below in its entirety 
the latest ruling on this subject, issued 
on November 19, 1956, by the Service. 

After several years of experience with 
these reproduction processes, their use 
is now the rule rather than the excep- 
tion in many circles. Principal advantage 
found is elimination of typing and 
proofreading; another major advantage 
is ease of making many copies. Popu- 
larity of the new method is so great, 
and so numerous are the manufacturers 
of equipment used for this purpose, 
that the tax man’s great problem is not 
so much whether to use but which pro- 
cess to use. 


The IRS rules, issued as Rev. 56-39, 
follow: 
The purpose of this Revenue Pro- 


cedure (which supercedes Revenue Rul- 
ing 55-573) is to restate the require- 
ments of the Internal Revenue Service 
relating to the preparation of acceptable 
reproductions of Federal tax return 
forms and schedules for filing purposes 
in lieu of official forms and schedules. 
Subject to the conditions enumerated 
below, the Service will accept, for filing 
purposes, reproduced copies of any of 
the following tax return forms and 
schedules: 
Form 706, U. S. Estate Tax Return. 
Form 709, U. S. Gift Tax Return. 
Form 710, Gift Tax: Donee’s or Trus- 
tee’s Information Return of Gifts. 
Form 712, Life Insurance Statement. 
Form 843, Claim. 
Form 94la, Continuation Sheet for 
Forms 941, 941VI, or 943—Report of 


Wages Taxable Under the Federal In- 
surance Contributions Act. 

Form 990-C, U. S. Exempt Cooperative 
Association Income Tax Return. 

Form 990-P, U. S. Return of Employ- 
ees’ Trust Described in Section 401(a) 
and Exempt Under Section 501(a) of the 
Internal Revenue Code of 1954. 

Form 1040, U. S. Individual Income 
Tax Return. 

Schedule C, Profit (or Loss) From Busi- 
ness or Profession (Form 1040). 

Schedule D, Gains and Losses from 
Sales or Exchanges of Property (Form 
1040). 

Form 1040C, U. S. Departing Alien 
Tax Return. 

1040-ES, 
mated Tax. 


Income 
Form Declaration of Esti- 
Schedule F, Schedule of Farm Income 

and Expenses (Form 1040). 

Form 1040, U. S. Fiduciary Income 
Tax Return. 

Form 1065, U. S. Partnership Return 
of Income. 

Form 1118, Statement in Support of 
Credit Claimed by Domestic Corpora- 
tion for Taxes Paid or Accrued to a 
Foreign Country or a Possession of the 
United States. 

Form 1120, U. S. Corporation Income 
Tax Return. 

Schedule D, Schedule of Gains and 
From Sales 
Property (Form 1120). 

Form 1122, Return of Information 
and Authorization and Consent of Sub- 
Corporation Included in a 
United States Consolidated Income Tax 
Return. 

Form 1138, Statement for the Purpose 
of Extending Time for Payment of 
Taxes by Corporations Expecting Carry- 
backs. 

Form 1139, Application for Tentative 
Carryback Adjustment. 


Losses or Exchanges of 


sidiary 
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Reproductions must be facsimiles of 
the complete official form, produced by 
pboto-offset, photoengraving, photocopy- 
ing, or other similar reproduction 
process. 

Reproductions must be on paper of 
substantially the same weight and tex- 
ture and of quality at least as good as 
that used in the official form. 

Insofar as possible, reproductions must 
duplicate the colors of the official form. 
However, if colored stock is not reason- 
ably available, approved black and white 
reproductions received prior to July 1, 
1957, will be accepted. Reproductions 
submitted on and after that date, how- 
ever, must substantially duplicate the 
colors of the official form in order to be 
acceptable. 

Reproductions must have a high stan- 
dard of legibility, both as to original 
form and as to filled-in matter. The 
Internal Revenue Service reserves the 
right to reject any reproductions with 
poor legibility, and to withdraw the 
benefits of this procedure from any proc- 
ess or individual which fails to meet 
these standards. 

Reproductions must be of the same 
size as that of the official form, both as 
to the overall dimensions of the paper 
and the image reproduced thereon. 

Reproductions of page 3 of Schedule 
C (Form 1040) must be on properly per- 
forated paper of substantially the same 
weight and texture as that used in the 
ofhcial form. 


Physical aspects 

The conditions with respect to size, 
number of printed pages, and color of 
both paper and ink are as shown in 
Figure I. 


Additional instructions 

Ihe Internal Revenue Service does 
not undertake to approve or disapprove 
the specific equipment or process used 
in reproducing official forms, but re- 
quires only that the reproduced forms 
satisfy the stated conditions. 

While it is preferred that both sides 
of the paper be used in making repro- 
ductions, resulting in the same page ar- 
rangement as that of the official form, 
the Service will not object if only one 
side of the paper is used, or if the re- 
production has a different fold than 
that provided on the official form. 

Reproductions of forms may be made 
after insertion of the tax computations 


*714” to 814” width, 10%” to 10%” depth. 
**All ink to be black. 


and other required information. How- 
ever, all signatures on forms to be filed 
with the District Director of Internal 
Revenue must be original signatures, 
affixed subsequent to the reproduction 
process. 

Reproductions of forms and schedules 
meeting the above conditions may be 
used without the specific approval of 
tlie Internal Revenue Service. However, 
if specific approval of a reproduction of 
any of such forms or schedules is de- 
sired, or if the use of a reproduction of 
any form or schedule not listed herein 
is desired, a sample of the proposed 
reproduction should be forwarded by 
letter to the Commissioner of Internal 
Revenue, Attention: O:C:PF, Washing- 
ton 25, D. C., for consideration. 


Black and white proofs 

The Internal Revenue Service will, 
upon application, furnish black and 
white proofs to be used for intermediate 
photographic steps in reproducing forms 
requiring colored ink. Requests for re- 
production proofs should be addressed 
to the Commissioner of Internal Rev- 
enue, Attention A:O:P, Washington 25. 

This Revenue Procedure supersedes 
Revenue Ruling 55-573, C. B. 1955-2, 
485. For more specific information with 
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respect to Form 94la, see Rev. Proc. 
56-10, I. R. B. 1956-18, 49, and Rev. 
Proc. 56-36, I. R. B. 1956-46, 24. w 


Many taxpayers send checks 
though no money due 


WE WoOUuLpn’T believe it, but thousands 
of tax returns reaching the IRS every 
year contain checks, even though no tax 
is due. William H. Westphal, chairman 
of the committee on taxation of the 
North Carolina Association of CPAs, 
tells us that every year the District Di- 
rector’s office in Greensboro receives ap- 
proximately 500 returns on which no 
tax is due which are, nevertheless, ac- 
companied by remittances, sometimes 
exceeding $1,500. Usually the check is 
drawn in the amount of the refund due 
the taxpayer or the credit allowable to 
him as this is reflected on line 19 of 
Form 1040. 

These returns are properly prepared, 
most of them by member firms or prac- 
titioners. We understand that a goodly 
number are sent to the client with a 
letter of transmittal indicating that he 
is due a refund. However, it appears 
that the reflection of an amount on line 
19 of Form 1040 still results in confusion 
to the taxpayer. 








FIGURE I: PHYSICAL SPECIFICATIONS 
Num- 
Tolerances permitted ber of Color of 
Form No. Trim size in size printed Paper 
pages 
Inches Inches 
BU oo sate eck a9 gee SC MRTE chase setae Vertes 40 White 
709 Pee eS @ | ro ae eee 4 Green 
710 +o aaa ok Sane | ee 2 Green 
SE 5. sw syd hel keke coueaeael | REY Oe Pere l White 
_, SPCC ree LS Rs ee yee ; 2 White 
DL... 25.6 «Saks oo ee 774x10% ..... *71% x 1014 2 White 
814 x 1034. 

oo ee er RS | SRS SPR 4 White 
ee rt S| Re a ae 3 White 
a a ok eee eS | Sey: 834x 11 4 White 
Schedule C, 1040 ..... © 2) Be 834 x 11 4 White 
Schedule D, 1040 ..... ES | ee 83% x 11 2 White 
UES © cp c\ ates « aeeeceriee | AR | Reena eh ee 4 White 
1957 1040-ES ......... 8x 101% 834 x 11 2 White 
Schedule F, 1040 ...... 774x 11 834x 11 4 White 
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During rush periods some of the 


checks are accepted by the Cashier's of- 
fice of the Internal Revenue Service. 
This results at best in the taxpayer be- 
ing without the use of his money for 
weeks or months, not to mention the 
clerical cost to the Government of re- 
turning or refunding the remittance. 

The Director's office has requested 
member practitioners to emphasize that 
the entry on line 19 of the return indi- 
cates a refund due. 

The Association is furnishing mem- 
bers with gummed-edge stickers to be 
affixed to the return which will read as 
follows: “Do not enclose check with this 
return. This Federal income tax return 
discloses an overpayment of your tax, in- 
cluding tax, if 
therefore no payment is required. The 
overpayment will be refunded, or cred- 
ited, as indicated under line 19.” 


self-employment any, 


Florida Director tightens up 
on extensions for filing 


EXTENSIONS FOR FILING tax returns will 
be granted more sparingly in the future, 
the District Director at Jacksonville has 
advised local CPAs. Pointing out that 
the clerical load is heaviest when most 
requests for extensions are received, and 
that processing such extensions is bur- 
densome, he that henceforth 
only meritorious cases will be granted 


advised 


extensions. These will be those, he says, 
that submit adequate reasons, in detail, 
why the extension is necessary. 

The Director asks CPAs to adopt in- 
terim auditing procedures and any other 
devices available to make extensions un- 
necessary. 





IRS WITHHOLDING TABLE 
WRONG; WITHDRAWN 
HE irs has announced that it has 
discovered inaccuracies in its Publi- 
cation 192, Combined Withholding 
Table, Weekly 
accuracies, IRS says, make the table 


Period. These in- 
unsuitable for use. It will eventually 


be reissued with the errors cor- 
rected. 

Attention of readers is invited to 
the availability, now, of New Simpli- 
fied Combined Withholding Tables, 
for all pay periods and for all 
amounts, published by THE JouRNAI 
OF TAXATION, 


which do not con- 


tain these inaccuracies. See adver- 


tisement on inside front cover ob- 





taining these tables. 
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New cenier at 


Lawrence, Mass. Taxpayers in the north- 


information return 
eastern U. S. may now send their quar- 
terly returns on Form 1099 (report of 
income payments other than those re- 
ported on W-2) to the new 
center in Lawrence. Others send forms 
to Kansas City. T7R No. 24. 


service 


Tax Court decision must be supported 
by its finding of fact. Taxpayer-book- 
maker prepared his income tax return 
from his daily summary sheet of winning 
and losing bets, but destroyed the slips 
showing each bet. The grand total for 
the year was a loss of about $600. The 
Commissioner taxed him on $23,000, the 
sum of the daily totals that were gains, 
as admitted income, and disallowed the 
slightly larger total of losses on_ loss 
days. The Tax Court agreed that tax- 
payer had not proved his loss but it 
him $3,000. The Ninth Cir- 
cuit remands the case for a new trial, 
because the Tax Court recited as a fact 
that the losses were recorded and then 
disallowed them. Showell, CA-9, 10/10 


56. 


allowed 


Assessment is prima facie correct in 
civil suit by Government. [Certiorari 
denied] In a civil suit to collect income 
taxes assessed, taxpayer failed to over- 
come the prima facie correctness of the 
assessment. Taxpayers argued that the 
taxes were illegal as levied for the sup- 
port of foreign governments. Both the 
district and circuit courts held they had 
no jurisdiction over the subject matter. 
Whetstone, cert. den., 10/22/56. 

Deficiency notice sent to former home 
address was not sufficient notice; tax- 
payer was in jail for tax evasion. From 
1948-1952, taxpayer used the address of 
his sister on his income tax returns, and 
in June 1953 a deficiency notice was 
there. At that time he 
was in jail, serving the third month of 
an 18-month 


mailed to him 
sentence for income tax 
evasion. The court enjoins collection of 
deficiency assessments, since notice was 
not sent to his last-known address; the 
Commissioner had actual knowledge that 
his address was the penitentiary. Barack, 
DC Mo., 10/11/56. 


Officer who withdrew corporate funds 
can plead the “Fifth” in third-party in- 


New procedural decisions this month 


vestigation. From 1951-1953, defendant, 
an officer of the corporation, had made 
cash withdrawals from the corporation 
of $50,000. In connection with an in- 
come tax investigation of third parties, 
whom the Service obviously suspected 
of having received this money as graft, 
the corporation’s tax returns were ex- 
amined. Defendant refused to 
grand jury questions relating to the 
disposition of the cash on the plea of 
the Fifth Amendment. The court holds 


answer 


that since truthful answers might prove 
that he personally violated the income 
tax laws (a criminal offense), he is en- 
titled to invoke the Fifth Amendment. 
Ballantyne, CA-5, 10/10/56. 


Acceptance of check does not bind 
Commissioner. Prior to issuance of the 
deficiency notice, taxpayer paid an 
assessment for the taxable year 1950 by 
check endorsed “in full of all income 
taxes through 1950.” The payment by 
check is held not to constitute a bind- 
ing compromise of tax liabilities. 
The Code sets forth the only methods 
by which a binding compromise of tax 
liability can be made. Howard, ‘TCM 
1956-219. 


Duplicate copies of estate and gift tax 
returns no longer required. Only the 
original of the following estate and gift 
tax returns need be filed: Forms 704, 
705, 706, 706NA, 709 and 710. Rev. Rul. 
56-471. 


Defective petition will not give court 
jurisdiction. A Tax Court petition was 
not signed by either petitioner or his 
counsel, as required by Rule 7, but was 
signed by one himself as 
“ageut’’. Since the defect in the petition 
was called to the petitioner’s attention 
by a order, and was not 
remedied, the proceeding is dismissed 
for lack of jurisdiction. Hoj, 26 TC No. 
138. 


describing 


show cause 


Joint return permissible under inter- 
locutory decree. In 1952, taxpayer ob 
tained a Colorado interlocutory decree 
of divorce which did not become final 
until 1953. The court holds she is en- 
titled to file a 1952 joint return with her 
husband. This decree is neither a final 
divorce nor a separation preventing a 
joint return. Davis, TCM 1956-238. Same 
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result in Calhoun, 27 TC No. 11. 


Barred interest and penalties reduce 
allowable overpayment. Interest and 
penalties barred by the statute from 
assessment will be taken into account in 
determining the amount of overpayment 
allowable on a timely filed refund claim 


for the same taxable year and the same , 


type of tax. The IRS holds that the 
barring of the assessment of taxes does 
not end the Government’s right to retain 
payments not in excess of the amounts 
that acould be assessed. Rev. Rul. 56-492. 


Wife not liable for husband’s taxes. De- 
ficiencies and penalties were assessed 
jointly and severally against a husband 
and wife operating a hardware store. 
The court holds that the wife nad no 
liability; the returns were not designated 
as joint returns, the wife did not sign 
them, she took no part in preparing or 
executing them, and she had no know- 
ledge of their contents. Krantz, TCM 
1956-231. 


Terminal dates of interest periods an- 
nounced. The IRS here sets forth the 
rules for determining the date to which 
interest runs on deficiencies determined 
by the Tax Court, including those based 
on stipulation. Rev. Rul. 56-501. 


Regulations promulgated when filed. 
The promulgation date for a Regula- 
tion or Treasury Decision is the date on 
which the document is filed by the 
Federal Register Division for public in- 
spection. Rev. Rul. 56-517. 


Filing separate returns no election (old 
law). ‘Taxpayers filed separate returns 
for 1949 and, apparently after the due 
date, filed an amended return jointly. 
The district court, finding no decisions 
in the Sixth Circuit, holds that on the 
facts of this case the amended returns 
were proper. The facts are meager, and 
the court does not discuss cases holding 
to the contrary. [The 1954 Code permits 
a joint return to be filed within three 
years after separate returns are filed. 
Ed.| Waller, DC Tenn., 10/4/56. 


Compromise not equitable estoppel of 
later refund claim after Government is 
barred. After the Government accepted 
a compromise of taxpayer’s tax, he 
brought suit for refund at a time the 
Government was barred from assessing 
the full tax. The Government argued 
that the compromise should estop this 


action because it had relied on it and 
allowed its right to collect the full tax 
expire. The jury finds the taxpayer had 
not misled the Government; he is not 
estopped. Boyett, DC Ga., 9/28/56. 


Can't relitigate year of worthlessness in 
carryback claim. Taxpayer claimed a 
1945 
and a five-year carryforward. In a con- 
troversy over taxpayer’s 1946 taxes, the 
Fourth Circuit had determined that the 
stock became worthless prior to Decem- 
ber 31, 1941. Taxpayer is estopped from 
contesting that decision by collateral 
attack. Cooper, D.C. Cir., 10/25/56. 


deduction for worthless stock in 





Exclusion for foreign income applies to 
overlapping 18-month periods. Except 
for February 1954 and 1955, taxpayer 
was abroad from July 1953 through 
August 1955. The entire period of 26 
months thus includes two overlapping 
periods of 18 consecutive months, during 
which the taxpayer was _ physically 
present within a foreign country or 
countries for at least 510 full days. Con- 
sequently, income earned abroad dur- 
ing the period is excluded from U. S. 
tax. Rev. Rul. 56-487. 


Domestic purchasing agent cannot 
qualify as WHT corporation. A do- 
mestic corporation, acting as purchasing 
agent for South 
commissions on 


American firms, re- 


ceived purchases it 
made in the U. S. These commissions are 
not from sources “without the United 
States” in determining whether the 
corporation qualifies as a western hemi- 
sphere trading corporation. [95% of the 
income of WHT corporation must be 
from sources without the U. S. Ed.] 
Rev. Rul. 56-477. 


War loss for property in demilitarized 
zone. Taxpayer owned a chateau in 
France which was in the demilitarized 
zone along the French-Italian border. 
[The brief statement of fact and con- 
clusion of law do not state why the 
Commissioner disallowed the loss; it 
may be, however, that he denied the 
demilitarized zone was under enemy 
Italian control on 12/11/41. Ed.| The 
court allows the deduction of the loss in 
1941. Fareed, DC Calif., 5/2/56. 


Alien seaman, though on U. S. ships, 
nonresident until application for citi- 


Effective tax procedures + 41 





TAX EDITOR 


THE TAX BAROMETER has an 
opening for an editorial assistant in 
the New York office. 


Analytical ability, accuracy and 
quick but thorough research is 
more important than editorial 
experience. 


Call or write for appointment. 
Mr. W. K. Wallace, 444 Madison 
Ave., New York 22, N. Y. MUrray 
Hill 8-2170. 





New foreign decisions this month 








zenship. Taxpayer, a British citizen and 
seaman, obtained a job on an American 
vessel in 1943 and continued working 
on American ships until 1949 when he 
filed his application for U. S. citizenship. 
When he was in the U. S., between 
trips, he stayed at his father’s apartment 
in New York which he also used as a 
local mailing address. The court con- 
cludes that the seaman was a nonresi- 
dent alien (subject to tax on U. S. in- 
come only) until 1948 and that he be- 
came a resident alien in 1949 when he 
filed application for citizenship. State- 
ments on various papers that he resided 
here since 1943 were not binding be- 
intended merely to give a 
mailing resident 
taxed like a citizen, but he is ineligible 
for the exclusion of income earned out- 


cause he 


address. A alien is 


side the U. S. His income from sources 
outside the U. S. was subject to tax 
only in 1949. Philippe, 26 TC No. 126. 


Trip to U. S. for medical care breaks 
foreign residence. An UNRRA social 
welfare worker who had become a bona 
fide foreign resident returned to the 
U. S. at the end of 1947 for needed 
medical January 1948, she 
terminated her employment with 
UNRRA and after several months of 
convalescence she took on a new for- 


care. In 


eign assignment in the latter part of the 
year. The court concludes she was not 
a bona fide foreign resident for the 
entire year 1948, and her income from 
sources without the U. S. was therefore 
not excluded from tax. [Under the 1954 
Code, either foreign residence or physi- 
cal presence for a specified time will 
make foreign earnings exempt from 
U. S. tax. Ed.] Laughlin, 27 TC No. 2. 
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Accountants’ groups decide not to take 


Agran appeal to U. S. Supreme Court 


ge BOARD OF DIRECTORS of the Cali- 
fornia Society of CPAs is reported to 
have voted by about two to one not to 
support appeal of the Agran decision to 
the U. S. Supreme Court. The American 
Institute of Accountants executive com- 
mittee has reached a similar conclusion. 
Deadline for filing an application for 
certiorari is December 18. 

A strict interpretation of the decision 
(which was printed in full, and an- 
alyzed, here in November, 5 JTAX 271) 
would mean that an accountant (or 
other non-lawyer) who represented his 
client in the court’s jurisdiction before 
the Internal Revenue Service would be 
practicing law illegally. 

Representatives of the California So- 
ciety recently made a tour of the east, 
conferring with Institute officials and 
legal counsel, with attorneys in some 
of the country’s best-known and largest 
law firms (whose clients are the large 
CPA firms), with Treasury officials, and 
others interested in the questions, such 
as Dean Erwin Griswold of Harvard and 
Reuben Clark of Washington, both of 
whose writings on the subject have ap- 
peared in these columns. 

The lawyers consulted generally coun- 
seled against appealing. Some place 
emphasis on the undesirability of ap- 
pealing a case which came into the 
courts as a suit for a fee. These lawyers 
apparently feel that being a suit for a 
fee, it (1) deals with a certain set of 
facts, which may not reveal the true 
issues involved to an adequate degree, 
and (2) it would color the proceedings 
with a commercialism not consonant 
with the pure principle desired to be 
tested, and that in a matter concerning 
two professions that the taint of money 
should not appear. Some Treasury offi- 
cials and lawyers interested in the matter 
deprecate this view, holding that the 
Agran case, involving only the resolu- 
tion of a net operating loss carryback at 


the administrative level by an enrolled 
accountant, has as good a set of facts 
as could be desired from the accountants’ 
point-of-view. According to this latter 
view, if resolution of the question is 
postponed awaiting a case growing out 
of injunctive or criminal proceedings, it 
is likely that a case so prosecuted would 
certainly be chosen to have a set of 
facts less favorable to the accountant. 
This view considers the facts involved, 
not the manner in which the controversy 
arises, as of overriding significance. 
The AIA points out that “. . . since 
[it] . . . was a fee suit and no one has 
been enjoined from doing anything the 
decision, in the opinion of outstanding 
lawyers, does not prevent anyone in Los 
Angeles or elsewhere from continuing to 
practice before the Treasury Department 
if the Treasury authorizes him to do so. 
The decision deals with the facts be- 
fore it, and, according to high legal 
authority, does not in any broad sense 
create new law.” (The Journal of Ac- 
countancy, December, 1956, p. 30). 
Reactions to this decision, and desire 
to appeal it, vary among accountants. 
The large firms, with the country’s high- 
est-powered legal talent at their sides, 
take a temperate view. In addition to 
the traditional conservatism of the well- 
established, their tax work tends to be 
different in character from that of the 
smaller practitioner. The large firms’ tax 
work almost always arises in connection 
with continuing accounting work for 
regular clients (thus satisfying the Bercu 


rule), and: it is their habit generally to 
have the assistance of attorneys when- 
ever any question possibly legal could 
arise. The smaller accountant practi- 
tioner is more often drawn into a matter 
for a taxpayer not his regular accounting 
client, especially in the non-metropoli- 
tan communities where accountants have 
been looked upon traditionally as the 
proper (and usually only possible) per- 
son to work out a tax question and 
negotiate it with the Revenue Service on 
his behalf. 

And, of course, the smaller practi- 
tioner looks to tax work for a much 
larger proportion of his total fees than 
does the large national accounting firm. 

Feeling is reported to be running high 
among some smaller accountants who 
feel that their practices are immediately 
jeopardized by letting the Agran doc- 
trine stand. 

And there is always the possibility of 
a Supreme Court decision unfavorable to 
the accountants. Undoubtedly the big 
firms would be less inclined to risk such 
an adverse decision unless they were 
convinced their position was so dire as 
to permit no other course. 

When approached with the proposi- 
tion that the IRS should take some ac- 
tion to further clarify the recent Inter- 
pretation of Circular 230, Revenue Serv- 
ice officials are reported to have said 
that so long as the Agran decision does 
not interfere with collection of the rev- 
enue, it was not inclined to take action. 
Experienced observers wonder how a 
strict observance of the Agran rule could 
avoid such interference. The inference 
must be, they say, that the Commissioner 
does not expect accounting practitioners 
to discontinue representing their clients 
before the Service. Such an inference 
must surely be drawn also from the de- 
cision of the accounting profession, for 
surely if the accountants, organizations 
or individuals, thought they must ac- 
tually stop representing clients before 
the Treasury in California, would it not 
have to be a struggle to the death? 
Would not appeal to the Supreme Court 
be mandatory? 


Does Agran decision mean out-of-state 


lawyers, revenue agents, violate law? 


5 eae IDEAS, shocking at first blush, are 
suggested by correspondents com- 
menting on our publication here in 
November [5 JTAX 271] of the opinion 


in the Agran appeal, and Reuben Clark, 

Jr’s. Clark’s comments on the decision. 
Are lawyers who are not qualified to 

practice in a given state guilty of the 
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unauthorized practice of law when deal- 
ing with a revenue agent there? William 
J. Bratter, of the New York bar and 
a partner of the New York City law 
firm of Marshall, Bratter, Greene, Alli- 
son & Tucker, suggests that they may 
be. He says: 

“My interest in this decision is moti- 
vated by the possibility that it will be 
applied against lawyers who might per- 
form the type of service which Mr. 
\gran performed under registration with 
the Treasury Department, but who are 
not qualified to practice law in the State 
of California or in the state where the 
services are performed. It seems to me 
that as a matter of fundamental prin- 
makes very little difference 
whether Mr. Agran was a California 
accountant or a lawyer qualified to 
practice either in a foreign country or 


ciple it 


in one of the states of the Union other 
than California, but not qualified to 
practice in the State of California. I 
know that there are decisions of our 
courts in New York which, under cer- 
tain circumstances, hold that the prac- 
tice of the profession in New York by 
one not admitted to practice — even 
though admitted elsewhere and qualified 

constitutes the unlawful practice of 
the law. 

“Therefore, does not the Agran case 
pose the question of the protection of 
the Treasury Department regulation not 
only with respect to certified public ac- 
countants, but also with respect to 
lawyers who may not be admitted to 
practice in the jurisdiction where the 
client lives and where the services are 
to be rendered?” 

And how about revenue agents who 
deal with “legal” questions, though they 
may not be qualified to practice law in 
a given state? A New York CPA, J. P. 
Lyss, suggests that the Agran doctrine 
could seriously interfere with the Treas- 
ury staff's execution of its duties. He 
Says: 

“If the Appellate Court’s decision in 
the Agran case is affirmed in higher 
courts and the representation of a tax- 
payer before a revenue agent constitutes 
the practice of law, then is not the rev- 
enue agent in the same conferences also 
practicing law, and if the Federal Gov- 
ernment cannot qualify non-lawyers to 
represent clients before it in matters in- 
volving the Internal Revenue Code if 
the situs of the conference happens to 
be within California or a_ similarly 
minded state, then may the Federal 
Government qualify non-lawyers as rev- 





enue agents to represent another client, 
the United States Government, within 
the same geographical areas? 

“Although cases by revenue agents to 
recover fees—more accurately, salaries, 
in such cases—are not likely to clog the 
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court calendars, may a taxpayer over- 
throw a revenue agent’s unfavorable 
determination by alleging that the op- 
posing party, the Government, was rep- 
resented by un-legal, and _ therefore 
illegal, talent at the conference?” w 


Treasury cards must be renewed by some 


62,000 practitioners this year 


semana to practice before the 
Treasury Department is expiring for 
some 62,000 accountants and lawyers 
whose cards were issued in 1952. Failure 
to renew will, of course, prevent the 
practitioner handling matters for clients 
with the Internal Revenue Service. En- 
rollment cards expire five years after 
issuance; they may be renewed at any 
time during the period beginning 12 
months before expiration and ending 
12 months after expiration. George C. 
Lea, director of practice, Internal Rev- 
enue Service, has issued a warning to 
enrollees not to let their cards lapse 
inadvertently. Mr. Lea reports that he 
is receiving several hundred letters a day 
asking questions about renewing. He 
suggests that the following information 
should answer most enrollees’ questions: 
Renewal forms will be available early 
in December at the office of the Dis- 
trict Director of Internal Revenue Serv- 
ice of the district within which an appli- 
cant conducts his practice except that if 
such place of practice is in the Brooklyn, 
or Upper Manhattan or Lower Man- 
hattan district such form will be avail- 
able at Regional Commissioner’s office. 


Renewal procedure 


Forms: An application for the re- 
renewal of an enrollment card may be 
made by filing Form 23A in duplicate 
with the enrollment card last issued at- 
tached thereto. 

Place of fiing: Form 24A must be 
filed as aforesaid in the office of the 
District Director of Internal Revenue of 
the district in which an applicant con- 
ducts his practice, unless such place of 
practice is either in the Brooklyn or 
Upper Manhattan or Lower Manhattan 
District, in which case the applicant 
must file at the office of the Regional 
Commissioner of Internal Revenue, New 
York, New York. 

Processing of renewal applications: 
New enrollment cards will be issued by 
the Intelligence Division within each 
of the above-designated offices where 


there is a fulfillment of the following 
conditions: 

1. If the renewal form is fully made 
out and properly executed. 

2. If the answers to the questions 
set forth in said form are favorable to 
the applicant and there is no reason to 
challenge the truth thereof or other 
basis to raise a question as to whether 
the applicant measures up to the stan- 
dards prescribed in the regulations set 
forth in Department Circular 230. 

3. If the renewal application is filed 
either within one year before, or after 
the expiration of the card last issued. 

Failure to attach the enrollment card 
last issued to the renewal application: 
Where the applicant is unable to at- 
tach his card last issued, a detailed ex- 
planation of the reason for such inabil- 
ity should be attached to his renewal 
application. 

Provision against disruption of en- 
rollments: Where the renewal applica- 
tion fulfills the conditions above speci- 
fied, a new card will be promptly is- 
sued. Questionable applications will be 
forwarded to the Director of Practice for 
processing pending which, temporary 
cards may be issued by him depending 
on the circumstances of the case. 

Original applications: As heretofore, 
original applications must be filed at the 
office of the Director of Practice, In- 


ternal Revenue Building Washington. * 
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Real estate syndicates: how to organize, 


operate and sell them for tax advantage 


It is no small wonder that the real-estate 


into popularity in recent years. To those 


by LEO SPANDORF 


syndicate form of ownership has leaped 


who want real estate property either for 


income, for development and sale, or for speculation, the syndicate provides many 


tax advantages. These advantages, and the problems inherent in organizing and 


operating a syndicate, were discussed by Mr. Spandorf at a meeting held under the 


auspices of the Committee on Real Estate Accounting of the New York Certified 


Public Accountants. The following is the 
teers GENERALLY form real-estate 

syndicates to do one of three things: 
(1) to acquire outright, or by a long- 
term leasehold, income-producing prop- 
erty; (2) to develop land for the con- 
struction of residential, commercial, or 
industrial buildings; or (3) to speculate 
in land. 

Syndicates organized for one purpose 
face different tax problems than syndi- 
cates organized for the others. The syn- 
dicate formed to hold income-producing 
property is interested in keeping taxes 
down over the long course of years. It 
expects a good return on the investment, 
and that there might be an increase in 
the value of the property. But the pos- 
sibility that the building’s value will in- 
crease cannot be ignored in tax-planning 
the syndicate. On the other hand, the 
developer of residential property ex- 
pects profits from sales within a rela- 
tively short time, the developer of in- 
come-producing property can either sell 
or hold for income, and the land specu- 
lator expects a very large profit at some 
time in the future. The syndicate, in 
either corporate or partnership form, 
can be molded to fit the needs of the 
particular group. 


Choosing the form of syndicate 
Sometimes the tax advantages of oper- 
ating in a partnership form may far 


essence of his presentation 


outweigh the non-tax considerations. In 
such situations, the use of a_ limited 
partnership may afford to some of the 
members of the syndicate some, if not 
all, of the corporate advantages while 
still preserving the tax advantages. Be- 
cause of the non-tax advantages in the 
corporate form and the potential tax 
the partnership 
there have been many ingenious at- 


advantages of form, 
tempts to form syndicates which would 
provide all of the advantages. 


Tax problems of partnership syndicate 


Taxable as corporation. The major 
tax problem of the partnership syndi- 
cate is to avoid being classed as an asso- 
ciation taxable as a corporation. In this 
respect, a sufficient number of court de- 
cisions offer tax and legal advisors ample 
guidance. In judging an association, the 
courts will determine whether the syn- 
dicate resembles a corporation with re- 
spect to (1) continuity of enterprise; (2) 
transferability of interests; (3) central- 
ized management; and (4) continuity of 
title. 

The courts have stated that mere re- 
semblance, not close identity, is suffi- 
cient. If there is reasonable doubt, the 
syndicate should seek an early ruling 
from the Treasury Department. If a 
syndicate is held to be taxable as a 
corporation, the syndicate members face 


the burden of double taxation, once on 
the corporate level and again on distri- 
butions to the members. 

Revision of partners’ returns. Use of 
a partnership creates another tax hazard. 
Theoretically, this hazard is unimpor- 
tant, but in practice it is often vital. 
When an Internal Revenue agent is 
required, upon audit, to make a change 
in the net taxable income of the part- 
nership, he adjusts the respective share 
of taxable income of the partners in- 
volved. In a syndicate, this may be a 
administrative 
which will discourage the agent from 
making minor changes to net income. 
However, where the agent proceeds with 
his adjustment to taxable income, each 
of the tax returns of the syndicate mem- 
bers must be changed accordingly. This 
affords the Internal Revenue Service 
another opportunity to scrutinize the 
other items in the individual tax re- 
turns for possible adjustments. 


considerable problem 


Fiscal years. Another important tax 
disadvantage is that, under the 1954 
Code, a partnership no longer has the 
right to select a fiscal year to suit its 
purposes unless prior consent is ob- 
tained from the Commissioner. 


Tax problems of the corporate syndicate 


Withdrawal of earnings. The most 
serious problem of an income-producing 
realty syndicate revolves about the dif- 
ficulty in the withdrawal of earnings. 
This has led to the use of the thin cor- 
poration. As in almost all instances of 
tax planning, a reasonable approach to 
the thin-corporation situation may offer 
the taxpayer some assurance of approval 
for his actions. 

Recently, the Tax Court held that a 
56 to 1 debt-to-capital ratio was not 
acceptable, and repayments of the obli- 
gations were considered to be dividends. 
On the other hand, a 314 to 1 debt-to- 
capital relationship has been approved 
by the same court. There is no magic 
formula. Each passing month brings us 
new court decisions on this matter. 

Collapsible corporation. The crucial 
factor in recent syndicate decisions to 
use the partnership form has probably 
been fear of the collapsible provisions 
of the Code. This provision was de- 
signed to prevent the conversion of or- 
dinary income into capital gain by using 
the corporate device. Another factor 
has been that the partnership form offers 
some defense against attack based on 
the past activities of the syndicate or the 


principal members of the syndicate. 
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Such attack has led to gain being taxed 
iS Capital. 

Under the collapsible corporation 
provisions, gain on the sale of corporate 
stock will not be treated as ordinary if 
(a) the sale is made three years after the 
completion of the construction or de- 
velopment of the property; (b) by stock- 
holders who own less than 5% in value 
of the stock of the corporation; or (c) if 
less than 70% of the gain is realized 
from the appreciation in value of the 
realty assets so constructed or devel- 
oped. 

A recent Tax Court decision, [Weaver, 
25 TC No. 121, 1956] the first one on 
Section 117(m) of the 1939 Code, men- 
tions that, in applying the 70% rule, 
gain attributable to nonconstruction 
activities, namely, rezoning or full occu- 
pancy, is excluded. 


Compensation of officers 


The amount of compensation for ser- 
vices rendered by the promoters of the 
syndicate is usually negotiated before- 
hand and made part of the syndicate 
agreement. Under such circumstances, 
reasonableness of compensation should 
present no serious tax problem. 

Where the compensation received is 
subject to high personal rates, the pro- 
moters may find it to their advantage 
to form wholly-owned corporations to 
render the services and receive the in- 
come. Fees for management of realty 
properties can be paid to a corporation 
on a flat-fee or percentage-of-rental basis. 
Where property is being developed, the 
promoters may form a construction cor- 
poration which will erect the building 
on a cost-plus or fixed-fee basis. Care 
should be exercised to avoid the prob- 
lem of a personal holding company. 


Organizing the syndicate 

Corporation. Let us take a typical fac- 
tual situation relating to income-produc- 
ing real estate. 

Che promoter has entered into a con- 
tract to purchase an apartment house 
for $290,000, subject to a first mortgage 
of $200,000. He organizes a syndicate of 
investors to acquire 90% of the owner- 
ship for $90,000. The cost to the pro- 
moter for advertising, soliciting, and or- 
ganizing the syndicate is $2,000. 

If a corporation is used, the pro- 
moter assigns his contract to purchase 
the realty to the corporation for 10% of 
the common stock and securities in a 
351. 
His basis for the stock is $2,000, repre- 


tax-free exchange under Section 
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senting his cost to organize the syndi- 
cate. Since this expense does not come 
within the definition of corporate or- 
ganizational expenses, the 60-month 
amortization deduction is not available 
to the corporation. 

The corporation proceeds to sell the 
remaining 90% of the stock and securi- 
ties for $90,000, which is used to acquire 


the property. The basis of the land and 


building is $290,000 to the corporation. 

As a result, the promoter defers the 
taxation of his apparent economic gain 
until he sells or exchanges his common 
stock. 

The secondary problem is the deter- 
mination of the ratio of stock and se- 
curities to be held by the members of 
the syndicate. The definition of securi- 
ties, in the form of notes, was recently 
reviewed by the Fifth Circuit in Camp 
Wolters Enterprises, Inc. v. Commission- 
er. I have commented previously on the 
“thin corporation” situation. 

Partnership. On the other hand, if a 
partnership is used, the promoter con- 
tributes the realty purchase contract for 
his respective interest in the partner- 
ship. The other members of the syndi- 
cate acquire their interest for the $90,- 
000 cash invested by them. As in the 
example illustrated above for the cor- 
poration, the basis of the realty assets 
to the partnership is $290,000. The basis 
of the promoter’s interest in the partner- 
ship is $2,000 plus his respective 10% 
share of the mortgage liabilities which 
is $20,000, or a total basis of $22,000. 

If the investors are general partners 
and not limited as to losses, their basis 
is $90,000 for the cash they invested 
plus their respective share of the mort- 
gage or $180,000, making a total part- 
them of $270,000. The 
new partnership provisions of Section 


ners’ basis to 
752 of the Internal Revenue Code pro- 
vide that the partners’ bases shall be 
increased to the extent of the liabilities, 
assumed or acquired, 

In both examples, if the promoter 
receives $10,000 in cash for his 10% in- 
terest at the time of the organization of 
the syndicate, he has ordinary income in 
$8,000 ($10,000 less 
$2,000 promoters’ expenses). 


the amount of 


Operating the syndicate 

Tax depreciation less than mortgage 
amortization. The most important con- 
sideration is the relationship between 
deduction and the 
mortgage amortization expenditure. 

If amortization exceeds depreciation, 


the depreciation 


[Mr. Spandorf, CPA, is a partner in the 
New York firm of Kohleriter and Span- 
dorf. He has lectured extensively on real 
estate and taxes before various profes- 
sional and business groups.| 


high-tax-bracket investors may be wise 
to employ the corporate organization. 
The tax burden is reduced by having a 
part or all of the profits taxed at the 
30% corporate level. As a result, more 
funds are available for reduction of li- 
abilities or 
realty. 

The second tax at capital gain rates 


acquisition of additional 


is postponed until the liquidation of the 
corporation or sale of the stock or realty. 
It may eventually be inherited with a 
stepped-up basis. 

The high-tax-bracket investor may re- 
duce the tax impact in a profitable part- 
nership syndicate by gift of his interest 
to family or by creating either irrevoc- 
able or “Clifford type” trusts. 

The partnership form is generally fav- 
ored by syndicates holding income-pro- 
ducing real estate. The two chief reasons 
are avoidance of the collapsible-corpora- 
tion problem and the ease of withdrawal 
of funds. 

Tax depreciation more than mortgage 
amortization. If the allowable deprecia- 
tion deduction is in excess of mortgage 
amortization payments, the investor 
faces the happy prospect of obtaining 
tax-free funds. The partnership form is 
ideal for this situation. According to 
Section 705, the excess of distributions 
income will reduce each 
partner’s basis. But Section 752 permits 
the liabilities of the partnership to be 
added to the partner's basis as illustrated 


over taxable 


above. Since income-producing real es- 
tate is invariably encumbered by mort- 
gages, the basis of the partner’s interest 
will rarely approach zero. 

Section 752 and the Regulations relat- 
ing to it fail to indicate whether this 
favorable tax position is available to 
limited partners. 
withdrawals over 
will result in taxable 
capital gain under Section 731(a) to the 
extent of such excess, if the partner's 


An excess of cash 


taxable income 


basis is zero or less. A provision in the 
partnership agreement to charge such 
partners with a loan due to the partner- 
ship for such excess will prevent the 
imposition of a capital gain. However, 
it is questionable whether a loan pro- 
vision is feasible in large syndicates. 
Taxable losses cannot create a nega- 
tive basis. They are limited to the basis. 
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CORRECTION 


EVERYONE ASKS why the tax law has 
to be so complicated. Well, now we 
know. When you try to make it 
short and simple, it comes out 
wrong. Last month we said “.. . if 
there is a net short term capital loss 
it is deductible in full.” (p. 328). 
Well, of course it isn’t. We have 
always felt that the capital gains 
provisions were really too tough to 
condense this way, and we shouldn't 
have tried. Ed. 











However, subsequent taxable income 
will be reduced by the losses not pre- 
viously allowed. 

Initial losses. A syndicate acquiring 
low-yield real estate, with the anticipa- 
tion of increasing the yield by altera- 
tions or renovations, will find the part- 
nership form preferable for tax purposes 
during the initial period. Should the tax- 
able income increase to a point where 
the syndicate members find themselves 
in high tax brackets, the partnership 
may be incorporated tax-free under Sec- 
tion 351, provided~that the liabilities 
transferred do not exceed the basis of 
the assets. A syndicate of less than 50 
members may elect to be taxed as a cor- 
poration within 60 days after the close 
of the year. 

Changing form after construction. 
During the construction of income-pro- 
ducing property, deductions for carrying 
charges are available to the members of 
the partnership syndicate. Immediately 
prior to the completion of construction, 
the syndicate must decide whether to 
continue under partnership form or to 
incorporate. 

If the renting of space indicates a 
favorable cash return, which can be off- 
set to a large degree by the high depre- 
ciation rates available to new assets, the 
partnership form should be continued. 
However, if the taxable income is sub- 
stantially equal to cash income, and tax- 
able income is subject to high individual 
tax rates, the corporate form is desir- 
able. If the change to a corporation is 
made prior to completion of construc- 
tion, the higher depreciation rates are 
available to the corporation. 

The successful development of realty 
for sale, such as residential home devel- 
opment, will result in large ordinary 
income within a relatively short period. 
Under such circumstances, multiple 
corporations provide a better tax haven 
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for income dollars than a partnership. 
A variation, having the partnership per- 
form one of the functions of the home 
development, while the remaining func- 
tions are performed by several corpora- 
tions, may result in further tax savings. 
These tax advantages are available even 
if all of the corporations are required 
to be completely liquidated at the termi- 
nation of the venture. 

Proper form for land speculators. The 
land speculators are confronted with the 
problem of being dealers in real estate 
as a result of their activities in subdivid- 
ing land. If the syndicate is willing to 
hold the land in a corporation for more 
than three years after acquisition and 
subdivision, the collapsible corporation 
danger will be averted, and capital gain 
will be realized from the sale of stock 
to purchasers who will then liquidate 
the corporation under Section 334 to 
obtain the assets. If the activities of the 
land-speculation syndicate are continu- 
ous, the purchase of separate parcels by 
individual corporations may be desir- 
able. The double tax, the corporate tax 
at 30% and the subsequent capital gains 
tax on liquidation, may be less than the 
single tax on ordinary income imposed 
on individuals. 


Sale of interests in syndicates 


Gain resulting from the sale of corpo- 
rate stock, representing the investor's 
share of ownership in a syndicate, is 
normally a capital gain (Section 1221). 
However, consideration must be given 
to Section 341 to determine whether the 
gain falls within the provisions of the 
collapsible-corporation rules. 


Gain from transfer of partnership in- 
terests by sale must be examined in the 
light of the collapsible-partnership pro- 
visions of Section 751. If the assets of 
the partnership are held to be for sale 
to customers in the ordinary course of 
business, the gain may be taxed as ordi- 
nary income. 

The 1954 Code introduces a new con- 
cept dealing with the transfer of part- 
nership interests. The basis of the part- 
nership assets can be different to differ- 
ent partners. For example: Because of 
an increase in value of real estate from 
its cost of $100,000 to $150,000, a 10% 
partnership interest having a basis of 
$10,000 is now sold for $15,000. The 
partnership, not the partners, can elect 
under Section 754 to increase the part- 
nership’s basis on the real estate by the 
$5,000 gain on the sale of the partners’ 
interests. The increase in basis is avail- 
able only to the new partner. Section 
755 defines the method of allocating the 
increase in basis among the assets of the 
partnership. Thus, the new partner will 
enjoy a greater depreciation deduction 
than the original partners. 

Once the election is made, it applies 
to all future transactions. The acquir- 
ing partner has no choice. Where part- 
nership interests are sold at a loss, the 
basis of the assets is reduced according- 
ly. Permission must be obtained from 
the Commissioner of Internal Revenue 
to revoke the election. While this elec- 
tion will serve to advantage in a favor- 
able real-estate market, it does present 
administrative difficulties where interests 
are frequently transferred by sale or 
death. ve 


Tax advantages in creating nonprofit 


foundation to buy your close corporation 


Lees THE BUSINESS PRESS reports 
mergers and splits and other or- 
ganizational changes, it rarely spells out 
the tax aspects in detail. So it is a kind 
of parlor game with tax men to specu- 
late on the role of taxes in the change. 
One of the interesting ones recently was 
the creation of a foundation to buy and 
operate the magazine Printers’ Ink and 
to conduct research, award prizes and in 
general promote the welfare of advertis- 
ing. Printers’ Ink itself announced the 
formation of the foundation. It will buy 
the magazine from its present owner (a 
close corporation) at a price to be fixed 


by a committee of appraisers. Here’s 
what Printers’ Ink said October 5, 1956: 


The PI statement 

The Supreme Court of the State of 
New York this week approved the cer- 
tificate of incorporation of the new 
foundation that will publish Printers’ 
Ink magazine. It will be known as Print- 
ers’ Ink Foundation, Inc. 

Plans have been completed for the 
foundation to make its own financial 


arrangements separate from the Print- 
ers’ Ink Publishing Co., Inc., which is 
selling the 68-year old magazine to the 








o = 


a = eSelUCUrrerlC KhiLhlC MHL 1. Flr! 





le 
of 
1i- 


rt- 
rt- 


of 
m 
on 

of 
he 


rt- 
he 


rs’ 


on 
he 
he 
ill 


mn 


e’s 


6: 


he 
ial 
nt- 


he 








newly-formed Printers’ Ink Foundation. 

Price to be paid for the publication 
will be determined by an appraisal com- 
mittee consisting of two members of the 
board of trustees of the new foundation, 
two business magazine publishers and a 
firm of certified public accountants spe- 
cializing in the publishing field. 

The certificate of incorporation pro- 
vides for the operation and control of 
Printers’ Ink magazine by a board of 
trustees of no less than five and no more 
than 19 members. These will be leaders 
in advertising, advertising education, the 
social sciences, foundations and govern- 
ment. 

Upon completion of the transfer of 
the magazine to the new foundation, 
the present Printers’ Ink Publishing Co., 
Inc., will relinquish all ownership and 
control over Printers’ Ink magazine. 
This company will then change its name 
and engage in other business activities. 

The foundation is being incorporated 
“to undertake such activities as may 
seem to it appropriate and_ beneficial 
from a broad professional and indus- 
try point of view, toward advancing 
the art, skills, science and effectiveness 
of advertising and marketing functions, 
and to the fostering, from a_public- 
interest concept, of recognition, preser- 
vation and furtherance of the economic 
and social values and responsibilities of 
advertising and marketing.” 

Specific activities of the Printers’ Ink 
Foundation, in addition to publishing 
Printers’ Ink, will include: (1) sponsor- 
ing or conducting research relating to 
the entire communications industry; (2) 
sponsoring or conducting meetings, dis- 
cussions and other forums for benefit of 
more scientific and more productive 
advertising; (3) awarding scholarships, 
prizes, subsidies, awards or other forms 
of encouragement or recognition of 
meritorious personal achievement in 
advertising. 

The certificate of incorporation also 
provides that ‘any sums of property 
received by the corporation shall be 
applied and used by it solely for the 
furtherance of its . . . stated purposes, 
and shall not be distributed nor inure 
to the benefit of any member, director 
or officer; but this provision shall not be 
construed to prohibit the payment of 
reasonable consideration for services 
rendered or material or property fur- 
nished to or for the corporation pursu- 
ant to proper authorization.” 

From the point of view of the owners 
of the present magazine company, the 
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sale of the magazine presents the classic 
case of sale of. income-producing prop- 
erty to achieve capital gain. Keeping the 
old company alive is standard procedure 
when the stockholders have a low basis 
for their stock. Presumably the corpora- 
tion’s gain on the sale of the magazine 
is less than the stockholders’ tax would 


, be if the magazine were sold and the 


corporation liquidated within twelve 
months under Section 337, saving the 
corporate tax but requiring a capital 
gains tax.on the stockholders. 

Business Week reported the transac- 
tion under the intriguing title — “Print- 
ers’ Ink reveals Plan to Sell Itself to a 
Foundation.” 


Business Week’s view 


Plans are afoot to make Printers’ Ink 
magazine—a voice along Madison Avenue 
for 68 years—part of a nonprofit foun- 
dation, with possibly a new name and a 
face-lifting. At the same time, advertis- 
ing will get an independent organiza- 
tion dedicated to advertising research, 
developing industry skills, and to acting 
as the industry’s conscience when neces- 
sary. 

Last week, Richard W. Lawrence, Jr., 
president of Printers’ Ink Publishing 
Co., Inc., unfolded his ingenius plan to 
sell the magazine to an institution. He 
is getting assistance from Robert E. Ken- 
yon, Jr., PI publisher, who is leaving at 
the end of the year for his new job as 
president of Magazine Publishers Assn. 

Lawrence is working out the details 
of incorporating the foundation in New 
York. Part of the job involves lining up 
advertisers, ad agency executives, educa- 
tors, and others to serve as a board of 
trustees. 

Ad Row is watching Lawrence’s ef- 
forts with interest, but with little com- 
ment. It’s known that strong competi- 
tion and rising costs have kept PI from 
growing during the last few years. 

Once the foundation has its charter, 
it will buy PI at a price to be deter- 
mined by independent appraisers. Law- 
rence owns most of the PI stock. The 
foundation will continue to publish the 
magazine, using the revenues to support 
its various research and educational ac- 
tivities. As a magazine published by a 
non-profit organization, PI will have tax 
and postal rate advantages. 

Lawrence says the foundation will 
purchase PI out of the magazine’s profits 
over a period of years. And at the start 
PI will help finance the foundation, 
partly through bank loans. 
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Act now to protect future social 


security benefits to farmers 


by AUGUST G. ECKHARDT 


The next income tax return you prepare for a farmer may well determine his 


right to future social security benefits. The new law, passed by the last Congress, 


lays down the new requirements for farmer eligibility to social security benefits. 


Failure to adhere to these requirements now may seriously jeopardize these rights. 


Mr. Eckhardt, who has been doing a great deal of research in the field of farmer 


estate planning, here tells us what the new law is and how to protect your client. 


He also comments on the recently-enacted changes in the optional basis for re- 


porting and how it affects social security benefits. 


NYONE advice to 

farmers must know the Social Se- 
curity Act as well as he knows the 
Regulations. When he prepares the 


farmer’s income tax return, he must be 


WHO gives tax 


prepared to decide whether the farmer 
should pay social security tax to the 
Internal Revenue Service. If he says 
yes but errs in his judgment, the farmer 
may never again see the money he paid 
as social security tax. If he says no and 
errs, he will cause a farmer to lose some 
highly valuable benefits. 

The new law does a great deal for the 
farmer. It number of 
farmers who can earn social security 
credit, 


increases the 


those 
covered, and removes much of the need 
for the 


raises protection for 
form - of - business - organization 
planning which farmers had been initi- 
ating in an effort to come under the 
sarlier Act. 

Before January 1, 1955, self-employed 
farmers were not able to obtain the 
benefits of social security. Before then, 
many farmers had arranged their affairs 
without regard to social security. They 
had released much of the management 
authority over the farm business to a 
son, or some other farm operator, and 
had retired from physical participation 
in farming under an agreement provid- 


ing for sharing farm product or in- 
come between the owner and the opera- 
tor. But today these farmers can and are 
interested in obtaining social security 
coverage. Their tax payments under the 
Social Security Act promise to be small 
compared to the dollar benefits which 
they or their dependents will probably 
receive. 


The 1954 rules 

Before considering the new amend- 
ments, let us review the situation of 
these farmers under the 1954 amend- 
ments. The problem was that the agree- 
ment with the son or operator might be 
interpreted as a leasing arrangement. 
As amended in 1954, the Social Security 
Act provided that in determining “net 
earnings from self-employment,” upon 
which to base social security tax liabili- 
ties and benefits, rental income “includ- 
ing... rentals paid in crop shares” was 
to be excluded. The Regulations of the 
Internal Revenue Service interpreted 
this clause as follows: “Rentals paid in 
crop shares include income derived by 
an individual as the owner or lessee 
of land under an agreement entered into 
with another person pursuant to which 
such other person undertakes to produce 
a crop or livestock on such land and 


pursuant to which (a) the crop or live 
stock, or the proceeds thereof, are to 
be divided between such individua! and 
such other person, and (b) the amount 
of such individual’s share depends on 
the amount of the crop or livestock pro- 
duced.” 

Administrators of the Social Security 
Act concluded that any agreement for 
the operation of the farm whereby the 
father was to receive a share of the 
farm product or income was a lease. The 
father was a landlord, and his share of 
the income was rent. The father’s earn- 
ings were therefore not subject to the 
social security tax and could not provide 
the basis for social security benefits. 

To avoid this result, lawyers advised 
their farmer-clients to establish an em- 
ployer-employee or a partnership rela- 
tionship. Under either of these arrange- 
ments, both parties would obtain social 
security coverage. The practical effect of 
the agreement could be similar to, if 
not identical with, the agreement under 
which they had been operating. The 
partnership arrangement was logical be- 
cause it is customary for partners to 
share in the profits. Farmers who had 
actively avoided the partnership form 
of business organization because of con- 
cern about contract and tort liability 
now seized upon it in order to obtain 
social security coverage. Without some 
such action on the part of the farm 
owner, it was probable that he would 
not receive social security benefits even 
though he mistakenly paid the tax. 


Rental income exception 

By the Social Security Amendments 
of 1956, enabled 
farmers to include as net earnings from 
self-employment the income they re- 
ceive under a product- or income-shar- 
ing plan if the arrangement provides 
that there shall be material participation 


Congress “retired” 


by the father in the production or man- 
agement and if there is such material 
participation. The complete text of the 
section of the Act which sets forth this 
exclusion from the general definition of 
“net from 
1956 


earnings 
follows. The 


self-employment” 
amendment is 
italicized. 

“There shall be excluded rentals from 
real estate and from personal property 
leased with the real estate (including such 
rentals paid in crop shares), together 
with the deductions attributable thereto, 
unless such rentals are received in the 


course of a trade or business... as a real 
estate dealer; except that the preceding 
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provisions of this paragraph shall not 
apply to any income derived by the 
owner or tenant of land if (A) such in- 
come is derived under an arrangement, 
between the owner or tenant and an- 
other individual, which provides that 
such other individual shall produce agri- 
cultural or horticultural commodities 
(including livestock, bees, poultry, and 
wildlife) on 
shall be 


material participation by the owner or 


fur-bearing animals and 


such land, and that there 
tenant in the production or the manage- 
ment of the production of such agri- 
cultural or horticultural commodities, 
and (B) there is material participation 
by the owner or tenant with respect to 
any such agricultural or horticultural 
commodity.” 

lo establish a right to social security 
benefits based upon this type of in- 
come, the claimant must prove (1) an 
arrangement provided that there would 
be material participation by the father 
in the production or the management 
of production and (2) such material 
participation existed. 

Interpretation of “material participa- 
tion’”” will cause some questions. No 
exact definition is available. Some 
guidance may be found in the slight 
variation of explanatory wording found 
in the report of the Senate Committee 
on Finance. “Under this amendment it 
is contemplated that the owner or 
tenant of land used in connection with 
the production of agricultural or horti- 
cultural commodities must participate 
to a material degree in the management 
decisions or physical work relating to 
such activities in order for the income 
derived therefrom to be classified as 
net earnings from self-employment.” 

That report also stated: “The com- 
mittee is of the opinion that in any 
case in which the owner or tenant estab- 
lishes the fact that he periodically advises 
or consults with such other individual as 
to the production of the commodities 
and also establishes the fact’ that he 
periodically inspects the production 
land he will have 


presented strong evidence of the ex- 


activities on the 


istence of the degree of participation 
contemplated by the amendment. If the 
owner or tenant also establishes the fact 
that he furnishes a substantial portion 
of the machinery, implements, and live- 
stock used in the production of the 
commodities or that he furnishes part 
of the expense (other than labor ex- 
pense) involved in the production of 
the commodities, the committee feels 


that he will have established the ex- 
istence of the degree of participation 
contemplated by the amendment.” 

The House committee report indi- 
cates that “material participation” must 
be more than “the mere furnishing of 
tools, equipment, supplies and animals, 
or the mere selection of crops or live- 
stock to be produced.” 


How to protect the farmer’s claim 


The farmer should take two steps now 
to protect his right to claim successfully 
in the future. First, to satisfy the re- 
quirements of an agreement to partici- 
pate, his 


“arrangement” should be 


written and signed by the 
Second, he should start to keep a rccord 
of his acts of participation. If any ques- 
tion should arise about his actual par- 
ticipation, he can use the record to re- 
fresh his memory. 


parties. 


Those administering the Social Se- 
curity Act have been very reasonable 
in their requirements of evidence and 
in their interpretation of the Act in 
the past. It is unlikely that good-faith 
claims will be denied if the father has 
complied reasonably with the statute. 

This effective with 
respect to taxable years ending after 


amendment is 


1955. It applies to all returns filed on 
a calendar-year basis for 1956 and any 
filed on a fiscal-year basis during 1956. 


Changes in optional basis for reporting 

The new law also has more lenient 
provisions for reporting income. These 
enable a knowing tax advisor to bring 
more farmers within social security 
coverage and to raise the level of pro- 
tection for others. The 1954 amend- 
ments had provided that farmers who 
carry on their business as individuals 
and who report their income on a cash 
basis have the following options: (1) 
if annual gross farm income is between 
$800 and $1,800, inclusive, either net 
earnings or 50% of gross income. may be 
reported; (2) if gross income is more 
than $1,800 and net earnings are less 
than $900, either net earnings or $900 
may be reported. If gross income is 
more $1,800 and net earnings 
are $900 or more, net earnings must be 
reported. 


than 


The provisions of the new law are: 

1. If the farming business is carried 
on by an individual or by a partnership, 
the options are available. Since this 
amendment is not effective except as 
to taxable years ending on or after 
December 31, 1956, those farmers who 
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[August G. Eckhart, SJD, is Associate 
Professor of Law at the University of 
Wisconsin. He is a member of the 
Wisconsin bar.] 

formed a _ partnership to avoid the 
rental-income ruling and then found 
that each one received less than $400 
as his share of the net income during 
1955 will be unable to obtain social 
security credit for that year because the 
optional basis was not available to mem- 
bers of a partnership until on or after 
December 31, 1956. However, the 1956 
amendments make it possible to exclude 
five years in computing the average 
monthly wage. This drop-out period 
previously had been set at four years. 
Since earnings of newly-covered farm 
operators are averaged from January 1, 
1951, all years up to January 1, 1956, 
can be excluded. 

2. Farmers reporting on a cash basis 
or an accrual basis may take advantage 
of the options. 

3. The limits of the options are: (1) 
if gross income is not more than $1,800, 
nor is it less than the sum of $600, 
the net earnings may be deemed to be 
66234% of the gross income; (2) if 
gross income is more than $1,800 and 
net earnings are less than $1,200, the 
net earnings may be deemed to be 
$1,200. ‘rhus, the previous-excluded 
farmer, the one who had an annual 
gross income of less than $800 and net 
earnings of less than $400 per year, will 
now be included. Not until gross income 
exceeds $1,800 and net earnings are 
$1,200 or more are net earnings required 
to be reported. 

These revised options are effective 
with respect to taxable years ending on 
or after December 31, 1956. vw 


The important—but tricky— 
medical deduction 


New Cope Section 213, and the rulings 
which are issued from time to time, com- 
bine to alter considerably *he ‘nature 
and amount of permissible medical-ex- 
penses deductions under the 1954 Code. 
Jack D. Kingsolver, a partner in the 
Colorado accounting firm of Kingsolv- 
er, White and Griffis, gave us these 
notes on the rules applicable (from his 
talk at the Fifth Annual Denver Insti- 
tute on Taxation): 


Basic provisions 


Under Code Section 213, a deduction 
is allowed for expenses actually paid 
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during the taxable year for medical ex- 
penses not compensated for by insur- 
ance or otherwise, paid for the taxpayer, 
his spouse, children, or other dependent. 
The deduction is limited to that portion 
of the expenses exceeding 3% of the 
taxpayer’s gross income. However, this 
3% need not be eliminated in deter- 
mining the amount of the deduction at- 
tributable to medical expenses for that 
of the taxpayer or his spouse if either 
has reached the age of 65 by the close 
of the year. In such case, taxpayer may 
deduct the total amount of the medical 
expenses paid on behalf of himself or 
his spouse and the amount by which the 
medical expenses paid for the care of 
dependents exceeded 3% of the taxpay- 
er’s gross income. However, there is a 
ceiling limit of $2,500 times the number 
of personal exemptions, not counting 
the personal exemption for blindness or 
for age. In no event can the deduction 
exceed $5,000 for a single taxpayer or 
for a married person filing a separate 
return, or $10,000 for a married person 
filing a joint return, a single person who 
is head of a household, or a surviving 
spouse entitled to income-splitting. 

Deductions for medical care are allow- 
able only in the year paid, irrespective 
of whether the taxpayer is on a cash or 
accrual basis. In computing medical ex- 
penses the taxpayer may take into ac- 
count amounts paid for medicine and 
drugs only to the extent that they ex- 
ceed 1% of adjusted gross income, re- 
gardless of whether or not the taxpayer 
has attained the age of 65. The Senate 
Finance Committee has indicated that 
the cost of medicine and drugs can be 
taken whether or not a prescription is 
required; however, expenditures for 
toiletries and sundry items, such as 
toothpaste and brushes, cannot be in- 
cluded. 


Deductions under multiple-support 


A taxpayer who has not contributed 
half of the support of a dependent may 
nevertheless deduct the medical expenses 
paid by him for the dependent if the 
amount of his contribution is over 10% 
of the support and the dependent is 
claimed by him as his dependent under 
a multiple support arrangement. Code 
Section 152(a) defines a dependent as an 
individual who is within the required 
relationship and over half of whose sup- 
port is received from the taxpayer and 
is treated under Section 152(c) as re- 
ceived from the taxpayer. 

Members of a family may collectively 
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contribute to the support of an individ- 
ual and let one of them claim that in- 
dividual as a dependent. For example, 
during the year 1955, Mr. Smith receives 
his support from four children, each of 
whom contributes $500. Included in this 
total of $2,000 are medical expenses in 
the amount of $300. The children agree 
that son John will be allowed the de- 
pendency exemption for the year 1955. 
Since this arrangement complies with 
the requirements of a multiple-support 
agreement, John may claim the depen- 
dency exemption. If Mr. Smith’s medi- 
cal expenses were paid by John as part 
of his contribution, John can claim a 
deduction of the $300 medical expenses 
of his dependent in addition to the de- 
pendency exemption. However, if the 
medical expenses were paid by one of 
the other children as part of their con- 
tribution to their father’s support and 
John takes the dependency credit, neith- 
er John nor any of the other children 
could claim the deduction. John could 
not claim it because the medical ex- 
penses were not paid by him, even 
though his father was treated as his de- 
pendent. None of the other children 
could claim the deduction because their 
father was not their dependent by rea- 
son of the multiple-support agreement, 
even though they had actually paid his 
medical expenses. 


Deduction in year of death 


A decedent’s medical expenses paid 
within one year after death may be de- 
ducted in the decedent’s income-tax re- 
turn for the year in which the expenses 
were incurred. However, this election 
can be made only in the case of returns 
for years which begin after 1953 and 
end after August 16, 1954. The deduc- 
tion in the year incurred is subject to 
the usual limitations on medical ex- 
penses. If it is preferred to handle the 
deduction as an income-tax deduction, 
a statement must be filed, first declaring 
that the amount has not been claimed 
or allowed as an estate-tax deduction 
to have the 
amount allowed as an estate-tax deduc- 
tion. The statement must be filed at the 
time and in the manner prescribed by 


and waiving the right 


the Treasury. It is likely that the state- 
ment will have to be attached to the in- 
come tax return in which the deduction 
is taken. It is not clear whether or not 
an election is required to be made if 
the decedent is not required to file an 
estate-tax return. Until this point is 
clarified it seems advisable to file an 


election. Where the estate is liable for 
estate tax and the medical expenses paid 
after death exceed the limitations on 
medical-expense deductions in the in- 
come-tax return for the year incurred, 
the election should be limited to the 
amount deductible for income-tax pur- 
poses. The excess should be retained as 
an estate-tax deduction. 


Items on which rulings exist 


The Internal Revenue Service has 
ruled on the deductibility of various 
specific items under Section 23(x), 1939 
IRC. The items include: 

1. Hotel expenses where daily visits to 
a medical clinic were required were held 
deductible. But note that the 1954 Code 
denies deduction for food and lodging 
unless they are part of the hospital bill. 

2. The cost of a trip to Florida solely 
for benefit of a postoperative throat and 
lung condition was held deductible. 

3. Taxicab fares of a polio victim 
commuting to and from place of em- 
ployment were held not deductible. 

4. Cost of instruction in speech and 
lip reading for a deaf child is deducti- 
ble, but ordinary instruction is not. 

5. Cost of psychiatric care at a special- 
ly-equipped treatment school is deducti- 
ble, but other instruction or tuition is 
not. 

6. Transportation expenses to and 
from doctors’ offices are deductible. 

7. Fees paid to a health institute for 
exercise, rubdowns, etc., are not deducti- 
ble, unless prescribed by physician. 

8. The cost and operating expenses 
of an air-conditioning unit, if not a per- 
manent part of the dwelling and _ pri- 
marily for alleviation of illness, are de- 
ductible. 

9. Oxygen and oxygen equipment are 
deductible. 

10. The cost of a ‘special hospital 
room in a dwelling to accommodate an 
iron lung and alterations in heating 
equipment to provide care for a polio 
victim are permanent improvements and 
not deductible. (The 3rd Circuit does 
not agree with this view. It reversed the 
Tax Court and allowed the cost of an 
“inclinator,” a stair-seat, in a 
case.) 


heart 


11. Cost of an “autoette,” a_ three- 
wheeled vehicle, for a totally disabled 
taxpayer is not deductible. 

12. Cost of a special mattress and ply- 
wood boards for relief of an arthritic 
patient is deductible. 


1 Edna G. Hollander v. Commissioner, 219 F.2d 
934 (3rd Cir. 1955). 
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13. Whiskey and special food are de- 


ductible only if they are taken solely for ‘ 


the alleviation of illness, but not de- 
ductible if taken as a substitute for nor- 
mal food, satisfying nutritional require- 
ments. 

14. Maternity clothing, antiseptic dia- 
per service, wigs, and tooth paste are not 
deductible (Rev. Rul. 55-261). 


Medical expenses paid out of com- 
munity funds are deductible in equal 
amounts by spouses who reside in a 
community-property state and file separ- 
ate returns: If paid out of separate 
funds of the spouses, they are deducti- 
ble by the spouse who actually makes 
payment for the expense. (Rev. Rul. 
55-479). ve 


Short-term trusts; an attractive new device 


for family income-splitting 


: SHORT-TERM TRUST given statutory 
standing in the 1954 Code has appeal 
to high-bracket taxpayers willing to part 
with income (and the tax thereon) but 
not to give up capital. William E. Mur- 
ray of the New York bar discussed a 
typical situation in 42 ABA Journal 
244: 

Let us assume a family situation which 
was recently considered at a Practising 
H. Yates 
(the “H” stands for Hypothetical) is 
aged 48. His wife, Arabella, is 43 and 
they have three children: the older son, 


Law Institute Clinic. Adrian 


Arthur, is 21, has just married and is 
in his first year at medical college, the 
daughter, Anita, is 17, and the younger 
son, Alfred, is 13. Adrian’s father died 
a number of years ago; his mother, Amy, 
is 73. Her means, while sufficient by her 
standards, are insufficient by the stand- 
new President of General 
Diatonics Corporation, who has been 


ards of the 


contributing $3,000 annually to her com- 
fort. 

Adrian’s salary is $100,000 and bonuses 
average $50,000 annually; the salary and 
method of computing bonuses are guar- 
anteed for the next seven years under 
the terms of his employment contract. 

\drian’s estate is not very large; in- 
come taxes over the past fifteen years 
have taken much of what he earned, as 
81% 


evidenced by the 81% federal income- 
tax bracket on his salary and bonus 
alone. Mostly he owns $200,000 worth 
of stock in General Diatonics, which 
represents 4% of the widely-held out- 
standing stock and which pays $12,000 
in dividends. In addition, he owns 
$100,000 of tax-exempt bonds and mis- 
cellaneous other assets which bring his 
estate up to $350,000. 

The estate tax causes him no concern 
at present. By taking advantage of the 
deduction he reduce his 


estate taxes on his 


marital can 


and state 


federal 


death to $26,400; and on his wife’s 
death (she having no independent 
estate) a similar tax would be due. 


But federal income tax (on a net of 
$150,000 letting the $10,000 
dividends be offset by somewhat higher 
deductions) is over $90,000 and his state 
income tax is slightly over $10,000. Con- 
sidering that the $3,000 that he gives 
his mother annually comes out of his 
top brackets, it takes $22,000 in income 
before taxes to pay her that amount. 


income, 


Moreover Adrian is quite anxious to 
have Arthur complete his medical educa- 
tion and has agreed to supplement his 
daughter-in-law’s earnings by $1,500 a 
year. However, Adrian has been con- 
sidering purchasing education policies 
or saving sums for his 
younger children and even at his bracket 
this will somewhat strap him, especially 


comparable 


if he has to take on the entire support 
of Arthur’s family as he suspects may 
soon be necessary. 


Trust program 

Adrian is in your office complaining 
about the proposed disallowance of 
48% of his “T. & E.” deductions. Realiz- 
ing that a trust program may save more 
taxes than Tax Court litigation, you 
advise Adrian of the new statutory pro- 
visions with respect to short-term trusts. 
In particular, you advise Adrian that: 

1. He can set up an irrevocable trust 
for the life of his mother, utilizing $50,- 
000 of his company’s stock, which can be 
expected to pay her $3,000 annually. 
The principal of the trust will revert 
to Adrian on his mother’s death, but in 
the meantime the $3,000 will be in- 
cluded in her gross income. With her 
normal and old-age exemptions and 
her tax 
nominal compared to his tax on this in- 


medical deductions, will be 
come. 


2. He can set up an irrevocable ten- 
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year trust for Arthur, utilizing $25,000 
of his company’s stock, the income of 
which will be currently distributable and 
taxable to Arthur and his wife. 

(3) He can set up separate ten-year 
irrevocable trusts in the same amount 
for Alfred, the younger son, and for 
Anita, the daughter. In these trusts the 
income will be accumulated and taxed 
to the trusts at the lowest bracket until 
they are 21 and then paid currently to 
them. Provision is made for earliest dis- 
tribution of the income for purposes 
other than support or maintenance as 
the income if distributed for those pur- 
poses would be taxable to Adrian. (See 
Section 677(b)). 


Estate tax 


None of these trusts will remove any 
principal from Adrian’s taxable estate— 
retaining the reversions removed that 
possibility. But in ten years Adrian may 
be in a position to extend the trusts. 
Thus, he decides to make the trusts re- 
vocable after ten years rather than 
merely lasting for a term of ten years as 
permitted by Section 676(b). The tax 
result will be the same and administra- 
tion costs may be less. Of course, after 
ten years all of the income will again 
become taxable to the grantor unless 
the requirements of Section 673(d) are 
met. 


No gift tax 

There will be no gift tax, for Adrian 
isn’t giving away $125,000 (one trust of 
$50,000 and three of $25,000 each) but 
only the income legally expected to be 
earned over limited periods. Tables are 
supplied by the Regulations from which 
it may be computed that the present 
value of a gift of $50,000 in trust for 
a woman of 72 is approximately $12,500 
(314% assumed). The 
children’s trusts will run ten years or 
be revocable after that period so the 
gift-tax value is about $7,250 each. Thus, 
the total value for gift-tax purposes is 
$34,250. As the trusts for his mother and 
Arthur are gifts of present interests (in- 
come currently distributable), Adrian 
can take annual exclusions of $6,000 
each (adding his wife’s exclusion) for 
them so his net gifts will be $22,250.1 
However, Adrian and his wife each have 


income is 


unused $30,000 “lifetime” exemptions 


1 Even this figure may be reduced by making the 
gifts to the mother and Arthur in two separate 
calendar years, example: December 30 and Jan- 
uary 2. However, care should be observed in the 
ease of Arthur’s trust to have the reversion or 
power of revocation not less than ten years after 
the last transfer in trust (January 2). 
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Before Trust Plan 
Adrian’s taxable income $150,000 
Federal income taxes 92,340 
$ 57,660 


Set aside for mother 
and children 7,500 
$ 50,160 


Spendable income 


*Ignores tax-exempt income. 





Result After Taxes* 


Family saving in spendable income $5,476 per year under trust plan. 


After Trust Plan 


Adrian’s taxable income ~- $142,500 
Federal income taxes 86,264 
$ 56,236 
Set aside for mother 
and children 0 
Spendable income $ 56,236 
Trust income 
tax (minimum) ; $ 600 


$ 55,636 








so by use of these exemptions, no net 
taxable gifts will remain. 

Naturally, many situations occur to 
us in which the grantor does not have 
the means of Adrian. There may be 
three children—ages 17, 13, and 9—but 
only $25,000 of available property to 
put in trust. It might well be that a 
currently-distributable single trust with 
income payable to the oldest child for 
four years, middle child for the next 
four years, and the youngest child for the 
next four years, with reversion after the 
total twelve-year term to the grantor, 
may be the answer to the grantor’s col- 
lege-tuition problem. Naturally, in draft- 
ing, the possible problems of Section 
677(b) (income used to satisfy legal obli- 
gations) should be kept in mind. Also, 
the advantages of a more flexible 
“sprinkle” or “Mannheimer” trust under 
Section 674(c) or a “fixed standard” trust 
under Section 674(d) should be con- 
sidered. 


Avoiding 677(b) troubles 


The problem of Section 677(b) men- 
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tioned by Mr. Murray was considered by 
Neil C. Kimmons of the Chicago bar, in 
a discussion of the same type of problem 
March, 
1956.He comes up with a solution for 


in the Illinois Bar Journal, 
the parent whose children are not yet 
of college age, and also points out some 
estate- and gift-tax problems in short- 
term trusts: 

With ever rising tuition and living 
costs, parents find it increasingly bur- 
densome to save sufficient funds after 
taxes to provide for their children’s col- 
lege and professional education. For a 
parent in the 50% tax bracket, it is 
necessary to earn $20,000 in order to 
have $10,000 after taxes available for 
educational uses. Thus, the term trust 
offers an opportunity for lessening the 
burden by taxing the income of the 
trust in the lower bracket of the trustee 
or beneficiary. It must be pointed out, 
however, that to the extent the in- 
come of a term trust is used for the edu- 
cation of the grantor’s minor children 
it will be taxed to him under Section 
677(b) on the ground that it is being 
used to satisfy his legal obligation of 
support. It is necessary that the income 
be not so used or labeled during the 
minority of the children. 

Suppose, then, that the grantor creates 
a 10-year term minor 
children under age eight, the income of 


trust for his 


which is used to pay premiums on an 
endowment policy owned by the trust on 
each child’s life. The amount of prop- 
erty transferred in trust would depend 
upon the effect on the grantor’s estate 
liquidity and the tax bracket of the 
trustee. At the termination of the trust 
the corpus reverts to the grantor and 
the policies are delivered to the children. 
Under the settlement options the funds 


will either be paid to the children in 
a lump sum or in installments over a 
four-year period. It is important that 
there be no strings as to how the funds 
will be used, but it is assumed that the 
children will use them for their educa- 
tion. 

If a grantor desired to create a 10-year 
trust for the benefit of a daughter age 
12, it would be advisable to give the 
trustee the discretionary power to dis- 
tribute or accumulate the income for 
her benefit. The impact of Section 677 
(b) would be avoided by accumulating 
until the daughter reached age 18. In 
Illinois, a female attains legal age at 
18, and the income could thereafter be 
used for her education and support. At 
no time during the term would the in- 
come be taxed to the grantor unless dis- 
tributed to or for the benefit of the 
daughter before she reached age 18. 
could 
create a term trust to provide an educa- 


A grandparent, as grantor, 
tional fund for his minor grandchildren 
without being taxed on the income 
under Section 677(b). However, if the 
grandchildren 
named as trustee or co-trustee, then such 


parent of such were 
parent might be taxable on the trust 
income, under the theory of the Mal- 
linckrodt rule found in Section 678(c), 
to the extent that it was applied toward 
the minor’s support or maintenance. 


Estate and gift tax consequences 


It is essential that the draftsman also 
explore the estate- and gift-tax conse- 
quences that may result from the crea- 
tion of a short-term trust. 

The estate-tax consequences of them- 
selves are relatively minor, whereas the 
estate-planning consequences flowing out 
of estate-tax problems could well be 
disastrous if inadequately considered. 
Should the grantor survive the trust 
term, his property comes back to him 
and is taxable in his estate. If he dies 
prior to the expiration of the term, 
then the value of his reversionary in- 
terest will be includible in his taxable 
estate. It must be remembered that a 
term trust irrevocably ties up the prop- 
erty transferred to it for the duration 
of the term. Consequently, if the 
grantor’s estate-plan objectives are not 
carefully studied, his death prior to 
the termination of the trust may result 
in serious hardship to his wife or other 
dependents and may also impose undue 
burdens on his executor in the raising 
of funds for taxes and administration 
expenses. The draftsman must therefore 
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look ahead to determine the trust’s effect 
on the grantor’s over-all estate liquidity 
in the event he dies at a date which is 
untimely. 


Gift tax problems 


rhe value of the gift for gift-tax pur- 
poses is the value of the property trans- 
ferred less the value of the grantor’s re- 
tained interest. What the grantor gives 
is the value of the from 


the trust property for the term of the 


away income 
trust. The actual yield or return earned 
by the property is immaterial since the 
Treasury in its table arbitrarily assumes 
a 314% rate of return with a commuted 
factor. (See Table II, 1939 Code Regula- 
tions, Section 86.19(f)) . 
tax value of property having a fair 
market value of $1,000 as of the date of 
its transfer to a 10-year term trust is 


Thus the gift- 


$291.08. This is arrived at by subtracting 
the value of the grantor’s remainder in- 
terest, $708.92, from $1,000. If $1,000 of 
property is transferred to a_ 15-year 
trust, the value of the gift is $403.10. 
For example, if a grantor transferred 
property having a fair market value of 
$50,000 to a 10-year term trust, 29.1%, 


or approximately $15,000, would be sub- 
ject to gift tax. For a 15-year trust, 
40.3%, or approximately $20,000, would 
be taxable. 

Where the trust instrument directs 
that all of the income be currently dis- 
tributed to the beneficiary, the gift is 
of a present interest and the annual 
gift-tax exclusion may be used for the 
income interest. If the trust provides 
for the accumulation of income, or for 
its accumulation or distribution in the 
discretion of the trustee, it is a gift of a 
future interest and the annual exclusion 
is not available. It is true that Section 
2503(c) treats a “minor’s trust” as a 
present the exclu- 
sion is available, even though there is 


interest, for which 
accumulate; however, a 
minor’s trust is not to be confused with 
a term 


a power to 


former 
requires that both corpus and income 


trust inasmuch as the 
must pass to the beneficiary at age 21. 
Whether or not the use of the annual 
exclusion becomes important will de- 
pend upon the grantor’s objectives and 
his gift-tax bracket. In general, the gift- 
tax cost should be recovered in one or 
two years of income-tax savings. 


New decisions affecting individuals 


Court allows ex-husband to deduct lump 
total of alimony and support. A divorce 
decree required that taxpayer pay $700 
per month for the support of his wife 
and two minor children. The decree also 
provided that the husband could pay 
$200 per month less during the periods 
the children were in his actual custody. 
rhe $200 a 


month as (non- 


Commissioner disallowed 


support of children 
deductible), not alimony (deductible). In 
a brief statement of fact and conclusion 
of law, the court says merely that the 
total unallocated $700 is 
Rubin, DC Calif., 4/16/56. 


deductible. 


Return was joint though husband didn’t 
sign. [Acquiescence] Taxpayer and her 
husband received an interlocutory decree 
of divorce in December 1950 (final in 
December 1951). Following the Eccles 
case, the Tax Court held the parties 
entitled to file a joint return despite 
the argument 


interlocutory decree is a decree of di- 


Commissioner’s that an 
vorce ending the right to file joint re- 
turns. The husband had agreed to sign 
a joint return for 1950 but he had failed 
to keep appointments to do so. He was 





disabled. 
The Tax Court finds the intent of the 
parties was to file a joint return and 
accepted it as such. Lane, 26 TC No. 50, 
acq. IRB 1956-43. 


a chronic alcoholic and 100% 


Three months’ extra salary to widow 
not taxable. As vice-president of a U. S. 
Steel subsidiary, taxpayer’s husband had 
received a salary of $30,000. When he 
died, the the 
earned, but uncollected, plus an addi- 
tional three months’ pay ($7,500). This 
amount was referred to in a company 


company paid salary 


memorandum as being in “further con- 
sideration of the past services of de- 
ceased.” In a brief statement of fact and 
conclusion of law, the court holds, with- 
out discussing the reasoning, that the 
$7,500 was a gift, not taxable income. 
Slater, DC Calif., 7/11/56. 


Joint return allowed before divorce 
decree becomes final. An interlocutory 
divorce being final, the 
parties may file a joint return. Holcomb, 
CA-9, 10/5/56. 


decree not 


Unsubstantiated business expenses cut 


Personal tax problems + 53 


down. A buyer-manager of a large de- 
partment store was permitted to deduct 
only part of the claimed travel expenses 
under the Cohan rule. No deduction 
was permitted for the cost of clothes 
worn on the job, or for entertainment 
not required by her employer. Tax- 
payer’s husband, a real-estate broker, 
was permitted a nominal deduction for 
entertainment and about one-fifth of the 
claimed auto Auerbacher, 
TCM 1956-218. 


expenses, 


Stockholder-investor is not carrying on 
a “business.” Transportation and _ inci- 
dental expenses incurred by a taxpayer 
in attending shareholders’ meetings of 
companies in which he owns stock con- 
stitute nondeductible personal expenses. 
Rev. Rul. 56-511. 


Living and travel expenses on “tempor- 
ary” out-of-town jobs deductible. Tax- 
payers were construction workers who 
worked at various job sites both near 
their home and at distant points. They 
are permitted to deduct living expenses 
and transportation costs at jobs away 
from home for périods of 8 to 20 months. 
The court, though recognizing the par- 
ticular job assignments as “temporary,” 
refuses to adopt a flat rule that employ- 
ment on any construction project is 
“temporary.” Peurifoy, 27 TC No. 16. 


Can’t deduct expenses in contesting in- 
competency. Taxpayer, an author and 
publisher, incurred various expenses in 
successfully defending himself against 
attempts by his wife to have him de- 
clared insane or incompetent. He con- 
tended that the expenses were deduct- 
ible because his wife’s primary motive 
was to gain control of his substantial 
income-producing property. The court 
denied any deduction; taxpayer's fore- 
most concern in the contest was to pre- 
serve his personal liberty, not his busi- 
ness (one dissent). On the ground that 
legal expenses were too personal, the 
court also refuses to permit deductions 
for expenses incurred: (a) to revoke 
an inter vivos trust in favor of wife of 
which taxpayer was the grantor (four 
dissents); (b) to defend a suit for an 
accounting brought by the wife; and 
(c) to adjust property rights in a suit 
for legal separation. Lewis, 27 TC No. 
17. 


Stockholder can deduct fee for advice 
on possible personal liability. Taxpayer 
was principal stockholder, officer and di- 
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He had 
guaranteed certain obligations of one 


rector of six corporations. 
corporation which became _ insolvent. 
The court holds the legal fee was busi- 
ness expense. Durden, DC Ala., 10/17/56. 


Public official necessarily performing 
work in two areas allowed to deduct 
travel expense. Taxpayer, a public serv- 
ice commissioner, was required by law 
to live in the district he represented. 
He performed duties in the district as 


January 1957 


well as in the state capital. The court 
holds he is entitled to a deduction from 
gross income for travel to and lodging 
while at the state capital: Moss, DC 
S.C., 10/16/56. 


Disallowance of auto expense stands; 
taxpayer had no record. The Commis- 
sioner disallowed a part of the cost of 
automobiles used by the taxpayer’s ex- 
ecutives on the ground that the autos 
were also used for personal trips. Be- 








EXCESS PROFITS TAXATION: RECENT DECISIONS 








Corporation having sold all assets 
doesn’t have “unused” credit to carry- 
back. [Certiorari denied] Taxpayer, a 
subsidiary of Betlehem Steel, sold all 
its assets to another subsidiary at the 
end of 1945. The proceeds stood to its 
credit in a bank. The corporation was 
not dissolved but was completely in- 
active until 1948. It claimed an un- 
used excess-profits-credit carryback from 
1946. The Third Circuit affirmed the 
Tax Court’s denial of it; the corporation 
was a mere shell in 1946. The courts 
have denied a carryback to corporations 
which never resumed activity. The ac- 
tivity in 1948 cannot change the rule. 
American Well and Prospecting Co., 
cert. den. 10/8/56. 


No carryover of basis; stockholders 
bought assets for cash from trustee. 
Taxpayer claimed that in computing 
its EPT credit it could include as the 
basis of its assets their basis in the hands 
of a predecessor corporation. The prede- 
cessor was in bankruptcy in 1934 and 
taxpayer was organized by stockholders 
of the old corporation and its stock is- 
sued to them for “goodwill.” It pur- 
chased the assets of the old corporation 
at public auction for some $48,000. 
This purchase, the Tax Court held, was 
not a tax-free exchange; the property 
was acquired for cash, not for stock or 
securities. Moreover, there was merely 
an auction sale, not a plan of reorganiza- 
Circuit affirmed. 
Goldstein, cert. den., 10/8/56. 


tion. The Seventh 


Credit based on invested capital in- 
adequate because of intangibles. The 
excess profits credit based on invested 
capital is held to be an adequate 
standard for determining excess profits 
for taxpayer, a tool manufacturer, for its 
fiscal years ending in 1943, 1944 and 
1946. For 1942, however, it was an in- 


adequate standard of normal earnings 
because intangible assets not includible 
in invested capital made important con- 
tributions to income. The court accepts 
$123,000 as an average base period net 
income for that year. Avildsen Tools 
and Machines, Inc., 26 TC No. 143. 


EPT relief denied tool steel manufac- 


turer. ‘Taxpayer increased its plant 
capacity during 1941 but is denied EPT 
relief because of failure to prove that 
a constructive-average base-period net 
income based on committed changes in 
capacity would exceed the actual aver- 
age base-period net income. Columbia 
Tool Steel Co., 27 TC No. 6. 


Application to use Lifo inventory not 
timely filed. [Certiorari denied] In the 
Revenue Act of 1942, permission was 
granted to use the Liro_ inventory 
method for tax purposes, even though 
interim stockholders’ reports during the 
year were not prepared on that basis. 
This change was made retroactive to 
1939. In amending the Regulations pur- 
suant to the new law, the Commissioner 
set the date of March 10, 1943 for filing 
applications with respect to prior years. 
The taxpayer, a department store, de- 
cided to make the election for its year 
ending January 31, 1942. Its application 
and accompanying claim for refund were 
not, however, filed until March 31, 1943, 
which the Commissioner contended was 
too late. The taxpayer argued that the 
forms for the election were not avail- 
able until February 1943 and that the 
March 10 deadline was therefore un- 
reasonable. The Court of Claims held 
for the Commissioner. It ruled that the 
Regulations were authorized by statute, 
that other retailers were able to meet 
the deadline and that this taxpayer had 
time to do so or seek an extension. 
Kaufmann & Baer, cert. den., 10/8/56. 


cause the taxpayer maintained no record 
of the use, the court refuses to upset the 
Commissioner’s disallowance. 
Inc., DC Calif., 10/1/56. 


Martin, 


Hotel owner-operator can’t deduct all 
costs without adjustment for own board. 
The Commissioner disallowed a portion 
of the operating costs of a hotel on the 
ground that the disallowed expenses 
were the cost of room and board of the 
managing partners resident in the hotel. 
The Tax Court allowed the full deduc- 
tion on the ground that the owner was 
required to be on hand 24 hours a day. 
This court reverses; it agrees with the 
Fourth Circuit (Doak, 6/5/56). These 
expenses are personal even though liv- 
ing in the hotel was necessary and con- 
venient and for the benefit of the hotel. 
The “convenience of the employer” rule 
is inapplicable because taxpayers were 
not employees. The court remands the 
case to determine the amount not allow- 
able. Moran, CA-8, 9/10/56. 


Charity volunteer’s out-of-pocket ex- 
penses are contributions. Out-of-pocket 
expenses incurred by individuals while 
rendering volunteer services to the 
American Red Cross or to a church, and 
the cost and maintenance of uniforms 
required to be worn in performing such 
services, if the uniforms have no general 
utility, constitute charitable contribu- 
tions. The costs of meals are nondeduct- 
ible personal expenses unless they were 
incurred while “away from home” in the 
course of rendering the volunteer serv- 
ices. Rev. Rul. 56-508. Similarly, actual 
unreimbursed expenses incurred by civil 
defense volunteers in the performance 
of their ‘duties, such as traveling ex- 
penses to watch atomic bomb tests and 
to attend state meetings, or other ex- 
penses directly connected with and sole- 
ly attributable to the rendition of such 
volunteer services, are considered to be 
deductible. Rev. Rul. 56-509. 


Only one-half community loss can be 
carried back as separate. Taxpayer's first 
wife died in 1950. He remarried in 
September 1951 and carried back an 
operating loss from a sheep-raising part- 
nership from 1951 to 1950. The court 
holds that taxpayer did not show that 
the loss occurred before his second mar- 
riage; the court therefore considers it 
as a community loss and only half can 


be carried back to taxpayer's return 
filed with his first wife. Wasson, DC 
Tex., 9/12/56. 
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NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH P, STAPCHINSKAS 





Missouri survey reveals pros and cons 


of withholding of state income taxes 


| Speer wiTH the immediate prospect of 
a withholding on Missouri state in- 
come taxes, the Missouri State Chamber 
of Commerce has just undertaken a 10- 
state survey to determine arguments for 
and against state withholding. Their 
findings are summarized thus: 


Case for income tax withholding 


The businessmen surveyed on their ex- 
perience in the ten state income with- 
holding states made the following points 
in favor of withholding: 

e Gets returns and payments from 
many employees who otherwise would 
not file—especially transients. 

e Not costly for the employer—espe- 
cially with machine equipment and flat 
deductions or tables with 
simplified forms. 

e Brings in additional revenue and 
helps keep the tax rate down. 

e Cheap way to collect tax and the 
taxpayer must ultimately foot collection 


percentage 


costs in any event. 

e Convenient for the taxpayer. 

e Delinquent accounts are reduced 
and collection problems simplified. 


Case vs. state income tax withholding 

On the other hand the following ob- 
jections have been raised against state 
income tax withholding: 





Sales tax due on _ vending-machine 
sales though uncollectible. ‘Taxpayer, a 
vending-machine operator, sold different 
items for five or ten cents. He was re- 
quired to pay the Kansas sales tax on 
his gross receipts even though he has 
no means for passing the tax on to the 
consumer. The taxpayer cited provisions 
in the sales tax law which impose the 


New state & local decisions 


e Nuisance of withholding small 
amounts, especially for small employers. 

e Interstate operations make with- 
holding burdensome for some compa- 
nies. 

e Number of payroll deductions is 
becoming so great that there is not 
enough space to list them on the check 
stubs and even machine installations are 
complicated. 

e Withholding produces very little 
tax compliance and additional revenue 
that could not be obtained by complete 
audit of information returns without 
further burdening the employer. 

e Cost of withholding is excessive in 
relation to the amount of income ob- 
tained. 

e State taxpayer’s 
money without any interest being paid 
for the use of the money or compensa- 
tion to the employer for collecting the 
tax. 

e Argument for federal withholding 
that the wage earner will not save 


receives use of 


enough to pay the tax not applicable to 
state withholding. 

e Employer passing on the cost of col- 
lection unnecessarily multiplies the cost 
to the taxpayer. 

e State withholding makes taxpayers 
less tax conscious and is misleading as 


to the size of the state tax burden. w 





tax on the consumer, require the re- 
tailer to collect the tax from the con- 
sumer and make it unlawful for the re- 
tailer to advertise that he will assume 
tax. In addition, the 
bracket system established by regulation 
provides that the retailer shall collect 
no tax on sales under 15 cents. 

In holding the vending-machine op- 


or absorb the 
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erator subject to tax under the act, the 
court stresses that its provisions specifi- 
cally make the retailer liable for the 
tax on his gross receipts and not for 
the amounts of tax collected. The 
bracket system, it held, did not change 
the retailer’s liability. The court dis- 
missed the taxpayer's contention that 
the assessment was unconstitutional. It 
holds that the law was not discrimina- 
tory and that a failure to tax the vend- 
ing machine operator would discrimin- 
ate against such as 
those whose sales are both above and 
below 15 cents and operators of coin- 
operated devices requiring the deposit 
of 15 cents or more. Stevens Enterprises 
Inc., Kans. Sup. Ct. 6/9/56. 


other taxpayers, 


Privilege tax on interstate pipeline in- 
valid. Alabama's corporate franchise tax 
is imposed on a capital-stock basis for 
the privilege of doing business in the 
state as contrasted with the privilege to 
do business in corporate form whether 
or not exercised. Taxpayer, a common 
carrier pipeline company engaged in 
transmitting gas and oil from outside 
Alabama through and into the state, re- 
ceived gas and oil in Louisiana for trans- 
mission to terminals located in other 
states. The total length of its lines was 
1,968 miles, 483 of which were located 
in Alabama. It maintained pumping 
stations, terminals, branch lines, homes 
for employees stationed at pumping 
Stations, tank facilities and other prop- 
erty in Alabama. The company had paid 
Alabama ad valorem taxes, income taxes, 
and unemployment compensation taxes. 
Under protest, it had made application 
for a state permit and had paid a $100 
annual fee. 

Alabama _fran- 
chise-tax assessment of $22,655 for the 
tax year 1952, the court that 
all the activities and property of the 
company in Alabama were necessary to 


In invalidating an 


holds 


the operation of an integral interstate 
transportation system. It holds that the 
company was not engaged in any local 
or intrastate business in Alabama and 
therefore could not be subjected to a 
tax on the privilege of doing business. 
Plantation Pipe Line Co., Ala. Sup. Ct., 
8/2/56. 





BINDERS for The Journal of Taxation 
are available; each binder holds two 
volumes (12 copies). Price: $3 each, 
plus shipping. Specify whether binder 
is wanted for Vols. 1 & 2 or 3 & 4. Order 
from The Journal of Taxation, 147 East 
50 Street, New York 22. 
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NEW DEVELOPMENTS IN TAX ASPECTS OF 


Accounting 


EDITED BY CARL M. ESENOFF, CPA, & C. W. LAMDEN, Ph.D., CPA 





How to get desired tax treatment of securities 


acquired for noninvestment purposes 


I A TAXPAYER is forced to purchase 
securities to complete an ordinary 
business deal, he stands to lose two 
times. First, this type of transaction will 
usually result in a loss. And second, the 
loss is likely to be classified as capital, 
rather than ordiiiary, unless the tax- 
payer takes great care from the start. 

This 


arises when (1) taxpayer has to purchase 


double-loss possibility usually 
the securities as a’ condition precedent 
to obtaining other property; (2) he has 
to deposit the securities to secure con- 
tract performance; or (3) he receives 
them for goods sold or services per- 
formed. Usually, he acquires these se- 
curities under unfavorable conditions, 
and when he sells them, he suffers a 
loss. 

The tax problem that arises is this. 
Do these securities take on the same 
character as the underlying transaction 
which required their acquisition? If not, 
do they retain their character as capital 
assets, irrespective of some other basic 
purpose of procurement? 

For the most part, the courts have 
classified securities transferred in these 
transactions as capital assets. But a few 
A study of 
these cases, so necessary for any future 


cases are to the contrary. 


safe action, was made in a recent note 
in the Minnesota Law Review. (Vol. 
40:582) The main points, and recom- 
mendations, made in the note may be 
summarized thus: 


Buying to guarantee performance 

One of the leading cases involving 
purchase of securities to guarantee con- 
tract performance is Bagley & Sewall 
Co.1 That company, was required to de- 
posit $800,000 of United States bonds, 
in lieu of a surety bond, to guarantee 
performance of a contract to sell two 
large paper-making machines. The tax- 
payer owned no such bonds at the time, 


and was forced to purchase the bonds at 
a premium. The interest earned upon 
the bonds during the period they were 
held in escrow was reported as income 
received by the taxpayer. Upon release 
from escrow, they were sold at a loss, 
which was deducted as an ordinary and 
necessary business expense. The taxpayer 
contended “that the whole transaction 
[was] merely an incident required and 
made necessary in the performance of 
a contract undertaken in the regular 
course of the taxpayer’s business.” The 
Commissioner contended that “the 
constituted capital assets and 
that the loss sustained upon their sale 


bonds 
[was] to be treated as a capital loss.” 
The Tax Court felt compelled to find 
that the property was not a capital asset, 
but fell within the category of “property 
held . . . primarily for sale to customers 
in the ordinary course of his trade or 
business.” In labeling the securities as 
“held primarily for sale to customers in 
the ordinary course of business,” the 
Tax Court had classified these particular 
securities as noncapital and had ac- 
complished the result it wanted. How- 
ever, the court went on to fortify its de- 
cision by talking in terms of the loss 
constituting “an ordinary and reason- 
able expense.” The court of appeals-re- 
ferred to it as a “business expense.” The 
phrase, “‘property held by the taxpayer 
primarily for sale to customers in the 
ordinary course of his trade or business,” 
was clearly not intended to be construed 
as the Tax Court here used it. The 
terminology was designed to cover the 
transactions of “dealers in securities” 
and to make clear the fact that prop- 
erty held for resale was not a capital 
asset. Probably a better rationale for the 
Bagley & Sewall decision would have 
been to term the loss a part of the cost 
of goods or services sold, on an ordin- 
ary and necessary business expense, with- 


out considering the transaction as a 
separate sale. In so doing, the court 
could have held that the security pur- 
chase was so tied to the contract that it 
was impossible to divide or atomize 
the transaction into its component parts 
so as to treat each part separately. There- 
fore, inasmuch as the entire transaction 
was part of the taxpayer’s normal course 
of business, any gain or loss on any 
part of the component parts of the 
transaction would be ordinary income 
or ordinary expense, rather than gain 
or loss from the sale or exchange of a 
capital asset. Such a construction, in 
turn, would avoid the question of the 
extent to which these holders of non- 
capital securities would be treated as 
dealers. It appears this was what the 
circuit court was doing when it an- 
alogized the cost of the bonds deposited 
in this case to the premiums paid surety 
companies by regular contracting com- 
panies, but it affirmed the Tax Court’s 
decision without making the point clear. 


Buying to obtain scarce merchandise 
The chief cases relied on in the 
Bagley case lie in a somewhat different 
although they 
sentially the same problem. In both the 
Charles A. Clark? and the Western Wine 
and Liquor Co.3 cases, the taxpayers 


category, concern eCs- 


were in the business of buying and sell- 
ing liquor. When a national distilling 
company announced that it planned to 
sell its liquor inventory at book cost 
to its stockholders in relation to their 
shareholdings, both taxpayers purchased 
stock with the avowed purpose of ob- 
taining an allotment of liquor. In both 
cases, the losses on the sale of stock were 
added to the cost of liquor, and in- 
cluded as part of the cost of goods sold. 
Again the court held that the stock 
must be considered as held by the tax- 
payer for sale in the regular course of 
its business of buying and selling liquor. 

Several factors appear to be controll- 
ing in the Western Wine Co. case. First, 
the taxpayer disposed of its stock al- 
most immediately. Although this factor 
was not conclusive, it was given con- 
siderable weight. Second, the transaction 
was handled on the books as part of the 
cost of whisky rather than as an invest- 
ment, and this theory was followed all 
the way through the transaction. Third, 
the court was further impressed with the 
genuineness of the transaction inasmuch 


as the company in which stock was 


bought was so unsound. The last conten- 
tions made to the court, although some- 
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some- 


what weaker, urged the absolute neces- 
sity of acquiring the liquor for the 
continuance of the taxpayer’s business, 
and that the stock purchase was a neces- 
sary incident to the purchase of the 
liquor. 

The dissent in this case presented 
several bothersome questions: 

(1) “Where would the same reason- 
ing lead us if circumstances were such 
that the stock was sold at a profit?” 

(2) “Assume the stock was held for 
more than a year during which time the 
whisky was all disposed of by petitioner 
and the tax returns had been filed ac- 
counting for the same, to what item of 
petitioner’s accounting for such later 
year would the gain or loss be attached 
as part of the cost of goods sold?” 

(3) “How can [the majority] either 
directly or by necessary inference hold 
that the stock was sold to customers in 
the ordinary course of his business? Peti- 
tioner was in the whisky business, not in 
the business of buying and selling securi- 
ties. Its customers were customers for 
whisky, not customers for securities.” 

\ll three queries are reasonable and 
point out some of the problems that may 
arise by such statutory construction of 
a Code section not designed to cover 
these situations. It appears, however, 
that each question has a reasonable solu- 
tion. As to the first, it is rather doubtful 
that the situation will arise where a 
taxpayer will receive a gain on stock 
these circumstances. 


purchased under 


However, should a_ situation — arise, 
nothing more serious would result than 
requiring the taxpayer to prove his 
holding of the stock as an investment 
to classify it as a capital asset or else 
have the gain subjected to ordinary in- 
come rates. Thus, in either instance, by 
placing the burden of proof upon the 
taxpayer as to his motives in acquiring 
the securities, it appears that a fair result 


could be reached. As to the second= 


query, the value of the securities could 
be determined at the year’s end. Any 
writedown could be taken then through 
the inventory, with subsequent adjust- 
ments made later. The third question 
harks back to the problem that runs 
all through these cases of how such a 
tortured construction of a statute can 
be justified. Of course, it is only the re- 
sult that can justify such construction. 
As pointed out, the court could have 
employed a more direct reasoning to 
reach the same conclusion but has suc- 
cessfully reached the desired result by 
somewhat stretching its imagination. 


In Hogg v. Allen,* another case in 
which shares of stock were purchased to 
acquire whisky, the court employed an- 
other line of thought. It allowed the 
loss on the sale of the stock as an ordin- 
ary and necessary expense incurred in 
carrying on trade and business, or as a 
loss not compensated for by insurance 
or otherwise. Although the court did 
not specify on which of these two 
grounds it was recognizing the deduc- 
tion, it appears that allowing it as an 
ordinary and necessary business expense 
would have been a sound rationale, but 
to classify the deduction as a loss not 
compensated for by insurance or other- 
wise seems almost as far afield as a loss 
on property held for resale. 


Purchases to obtain a concession 

The Exposition Souvenir Corp. case® 
at first seems to be entirely inconsistent 
with the foregoing cases, but upon closer 
examination appears to be clearly dis- 
tinguishable. The taxpayer in that case 
as a condition precedent to obtaining 
concessions at the New York World’s 
Fair purchased Fair debentures for cash. 
The debentures were treated as invest- 
ments on the taxpayer’s books and in 
its tax return. Interest paid on the bonds 
was reported as income, and payments 
made on account of principal were 
shown as reductions in the amount of 
investment. The taxpayer contended the 
debentures were not capital assets be- 
cause as property they fell within the 
exceptions as (1) “property held by the 
taxpayer primarily for sale to customers 
in the ordinary course of his trade or 
business” or (2) “property used in the 
trade or business, of a character which 
is subject to the allowance for depre- 
ciation” or, finally that it should be 
treated as additional consideration to 
obtain a concession, and therefore an 
ordinary and necessary business expense. 
The court rejected all three contentions 
and resorted to the plain words of the 
statute to justify its holding that the loss 
was a long-term capital loss. This result, 
however, which is contrary to the hold- 
ing in the whisky cases where the loss on 
the securities was held deductible in 
full, appears to be distinguishable for 
the following reasons. First, the tax- 
payer filed his tax return originally 
treating the debentures therein as in- 
vestment securities; second, his books 
treated the securities throughout as an 
investment. The court was unwilling to 
allow the taxpayer to reverse his posi- 
tion when the tax consequences became 
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obvious, but the court did seem to indi- 
cate that it might have been willing to 
allow allocation of the cost between the 
debentures and the concession contract, 
if there had been sufficient evidence of 
the debentures’ market value at the date 
of purchase. A further factor and prob- 
ably equally significant, was the fact 
the taxpayers continued to hold even 
after the securities fulfilled their avowed 
purpose of concession. 
Nevertheless, had the taxpayer taken 
the position on_ its 


obtaining a 


tax return and 
records that it held in the litigation it is 
highly possible that the court would 
have reached the same result it reached 
in the Bagley, Clark, and Western Wine 
cases. 


Buying to improve business conditions 


In The Hub, Inc.,® a clothing corpo- 
ration made several payments on a 
subscription to stock of a nonprofit 
corporation organized to bring new in- 
dustry into the community and to re- 
habilitate existing manufacturing plants. 
The taxpayer made the payments for 
the purpose of indirectly benefiting his 
business which was suffering along with 
other businesses in the community. 
Allowing the deduction as an ordinary 
and necessary expense, the court an- 
alogized the payments to advertising 
and donations. Probably similar to this 
case, and not necessarily inconsistent 
with it despite the opposite result, is 
Logan & Kanawha Coal Co.* There the 
petitioner was engaged in selling coal. 
It acquired shares of the capital stock of 
certain coal-mining companies and a 
transportation company for the primary 
purposes of maintaining favorable rela- 
tions and securing a supply of coal for 
the successful conduct of its business. 
In determining its excess profits tax for 
the year 1941, the taxpayer treated the 
loss from the sale of certain of such 
shares as an ordinary loss and treated 
its remaining shares as noncapital assets 
in determining its invested and average 
When the Commis- 
sioner attacked this treatment, the court 


invested capital. 


held such shares of stock constituted 


“capital assets” and hence “inadmissible” 
assets. The crucial element in the tax- 
payer’s case may have been the ques- 


tionable business necessity connected 


1221 F.2d 944 (2d Cir. 1955). 
219 TC 48 (1952). : 
18 TC 1090 (1952). 

4105 F. Supp. 12 (M.D. Ga. 1952), rev’d on 
other grounds, 214 F.2d 640 (5th Cir. 1940). 
5163 F.2d 283 (2d Cir. 1947). 

®68 F.2d 349 (4th Cir. 1934). 

75 TC 1298 (1945). 
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with the purchase. At any rate, the 
court did not allow such tenuous busi- 
ness reasons to transform the character 
of the securities into noncapital assets. 
Possibly the court was afraid that if it 
allowed the deduction, it would be open- 
ing the door to such claims whenever 
taxpayers holding interests in their sup- 
pliers or purchasers suffered a loss on 
their purchase. Nevertheless, ten years 
later in 1955, the court allowed the de- 
duction in an analogous case8 wherein 
the taxpayer purchased debentures of 
his manufacturer-supplier of plywood 
lumber. Here the court followed the 
trend of the most recent cases, and again 
“that 


many 


reiterated the reason as being 


business expense has been 
times determined by business necessity 
without a specific consideration of Sec- 
tion 117,” and went on to say that in- 
sofar as the Logan & Kanawha Coal case 
was inconsistent therewith it was over- 


ruled. 


Buying to circumvent ceiling prices 

“OPA” 
purchased 
stock in their supplier corporations to 
obtain 


In another category are the 


cases, in which taxpayers 
them. In the 
latest of these cases, McGhee Upholstery 


merchandise from 
Co.,® the taxpayer had difficulty obtain- 
ing springs for the manufacture of furni- 
ture. To obtain them, it was required to 
buy $5,000 of the supplier corporation's 
stock. About a year after its purchase, 
the stock was sold back to the supplier 
corporation at a loss of $4,250, which 
loss was then transferred from a “se- 
curity” account to a “cost of goods sold” 
account and deducted on the tax re- 
turn as such. The court disallowed the 
deduction upon the basis that nothing 
in the record established this purchase 
and sale of stock as other than a capital 


transaction. Again, the court seemed to 


January 1957 


indicate that if the evidence were suffi- 
cient it would allow the transaction as 
an ordinary loss, but, on the other hand, 
the court was similarly concerned with 
the proper year for deduction of the 
loss they had allowed it. 

In two other “OPA” cases.1° the tax- 
payers purchased stock in lumber sup- 
plier corporations at $100 per share for 
each 10,000 board feet of lumber pur- 
chased. The transferor of the stock had 
an option to repurchase the stock at $1 
per share, which option it exercised a 
short time after the stock purchase. In 
both cases the court said the payments 
were actually for the purchase of lumber, 
and although in violation of OPA ceil- 
ings were includible in the cost of goods 
sold. Both of these cases cited Lela 
Sullenger,1 in which the court allowed 
over-ceiling payments for meat as part 
of the cost of goods sold. The court 
arrived at the decision in that case on 
the basis that the Sixteenth Amendment 
gave Congress the power to tax no more 
than gross income. The Commissioner 
contended the overpayment must be 
considered from the standpoint of de- 
ductions which are a matter of grace 
and not of right, and to allow these 
amounts as deductions would be con- 
trary to public policy. The court, how- 
ever, rejected his contention. It said that 
this was part of the cost of goods sold 
and, although Section 23 makes no pro- 
vision for the cost of goods sold, the 
Commissioner must allow it in order to 
stay within the Constitution, and must 
deduct the cost of goods sold from gross 
receipts to arrive at income. 
Nevertheless, in other cases the court 
has not hesitated to disallow the deduc- 
tion by saying the evidence did not 
Thus the 


gross 


warrant such an allowance. 
inconsistency in the OPA cases seems to 
largely fact 
that these were expenses of doing busi- 


stem from the economic 
ness on one hand, while, on the other 
hand allowing the expenses would tend 
to uphold the inflation the OPA sought 


to prevent. 


Buying to extinguish liabilities 


In another class of 


purchased stock in other corporations in 


cases, tax payers 


order to acquire assets or extinguish 
liabilities. In Pressed Steel Car Co. the 
taxpayer purchased all of the stock of 
a corporation which held as assets only 
this with the 


contract taxpayer pur- 


chaser; the taxpayer then dissolved the 


corporation. The court in an earlier 
case allowed capital gains treatment to 


the stockholders who were receivers of 
the payments, but when the Commis- 
sioner cited the earlier holding in favor 
of the stockholders as conclusive sup- 
port for his position that the payment 
was for the purchase of stock, the Tax 
Court disagreed. It saw the true nature 
of the event, would not be bound by the 
determination in the prior proceeding 
that the corporation had not realized in- 
come, and thus found from the evidence 
that the expenditure was clearly made 
to discharge the contract. Similarly the 
amount paid by a corporation for stock 
of an agency in order to procure can- 
cellation of an agency contract for sale 
of the corporation’s stock has been held 
to be deductible as an ordinary expense 
or loss.12 


As payment for goods or services 


In a final category are cases of se- 
curities received as payment for goods 
or services in lieu of some other form of 
payment. Such is Hercules Motors Corp. 
in which the taxpayer received trade 
acceptances which matured at a later 
date with interest. Likewise, ordinary 
loss treatment has been allowed where 
the taxpayers received bonds in payment 
for services in lieu of cash, and where 
stock was received by a contracting firm 
as payment for constructing a building 
for a corporation. Of the same nature 
is The Foundation Co. case in which the 
taxpayer entered into a contract with a 
Peruvian corporation and received as 
Peruvian which it 


payment currency, 


was forced to sell at unfavorable ex- 
change rates. In all of these cases the 
court found that the securities or cur- 
rency received was “property held _pri- 
marily for sale to customers in the ordin- 
ary course of trade or business” and thus 
excluded it from the capital asset cate- 


gory . 


How to handle these securities 


When a taxpayer finds that it must 
acquire securities for some reason other 
than investment purposes, it should do 
several things to assure that the loss will 
be treated in accordance with the pur- 
pose for which the securities were pur- 
chased. 

As soon as the underlying purpose 


8 Tulane Hardwood Lumber Co., 24 TC No. 129 
(1955). 

* P-H 1954 TC Mem. Dec. 954,013. 

10 Wm. M. Young Co., P-H 1952 TC Mem. Dec. 
52,250; Hoffman Lumber Co., P-H 1952 TC 
Mem. Dec. 952,174. 

1111 TC 1076 (1948). 

12Community Bond & Mortgage Corp., 74 F.2d 
727 (2d Cir. 1935). 

1840 BTA 999 (1939). 

14 350 U.S. 46 (1955). 
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of the transaction is fulfilled, the tax- 
payer should dispose of the securities. 
In at least two cases where the decisions 
against the taxpayers were seemingly 
put on other grounds, the holding 
period was delayed for a considerable 
length of time after the securities could 
have been disposed of and still have 
accomplished their purpose. Again it 
must be said this is not conclusive, but it 
seems to have carried much weight with 
the courts. 

Upon disposition of the securities, 
treatment consistent with that employed 
upon their acquisition should be fol- 
lowed. Although in the Bagley case the 
interest received was reported as income, 
it appears that a better method of handl- 
ing any return that may result from the 
securities would be to enter it as addi- 
tional consideration received on the 
over-all contract, or alternatively as a 
reduction in the cost of the securities, 
thus reducing the cost of goods or serv- 
ices sold. Likewise, the loss on the dis- 
position of the securities should be 
treated consistently with the purpose 
behind the purchase, whether it be as 
part of the cost of goods sold or as an 
ordinary business expense, but at any 
rate in such a manner that it is clear 
that no investment purpose is intended. 

\s to the most accurate method to fol- 
low in accounting for the loss, at least 
one writer advocates the allocation of 
cost of the securities between the wanted 
and unwanted asset, in the case of asset 
acquisitions along with the securities. 
Although the allocation method does 
have its problems and drawbacks, it ap- 
pears that this may be the best method 
for all such types of security acquisi- 
tions. However, a revaluation annually 
so as to include the total loss on the 
securities in the cost of goods sold or 
the cost of the individual asset will 
usually be necessary to obtain an ac- 
curate result. On the other hand, if 
the acquisition was to extinguish some 
outstanding liability, or if the securities 
have been acquired for services, the 
classification of an ordinary and _ neces- 
sary business expense seems to be the 
most realistic category for such losses. In 
these cases, it is clear that the acquisition 
was to further the ordinary course of 
business either by reducing liabilities or 
by securing additional income through 
ordinary sales. These suggestions, al- 
though not necessarily determinative 
of the result courts may reach in the 
future, should be persuasive evidence of 
a taxpayer’s intentions in acquiring and 


holding noninvestment securities. 

Nevertheless, the present method of 
handling such losses on_ securities 
acquired for other than investment pur- 
poses results in a somewhat unsatis- 
factory and unpredictable guide to the 
future. It is hoped that courts will turn 
to the rationale of the Supreme Court 
in.Corn Products Refining Co. v. Com- 
missioner,14 which involves a hedging 
rather than a security transaction as a 
normal part of operations. Jn that case 
the Court said: 

“Admittedly petitioner’s corn futures 
do not come within the literal language 
of the exclusions set out in that section 
[117]. They were not stock in trade, 
actual inventory, property held for sale 
to customers or depreciable property 
used in a trade or business. But the 
capital-asset provisions of Section 117 
must not be so broadly applied as to 
defeat rather than further the purpose 
of Congress. . . . Congress intended that 
profits and losses arising from the every- 
day operation of a business be con- 
sidered as ordinary income or loss rather 
than capital gain or loss. The prefer- 
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ential treatment provided by Section 117 
applies to transactions in property which 
are not the normal source of business 
income. It was intended ‘to relieve the 
taxpayer from . . . excessive tax burdens 
on gains resulting from a conversion of 
capital investments, and to remove the 
deterrent effect of those burdens on such 
conversions.’ Since this section is 
an exception from the normal tax re- 
quirements of the Internal Revenue 
Code, the definition of a capital asset 
must be narrowly applied and its ex- 
clusions interpreted broadly. This is 
necessary to effectuate the basic con- 
gressional purpose. 

If courts follow this line of reason- 
ing for gains and losses on noninvest- 
ment securities, it appears that justice 
will be done when cases reach litigation. 
However, although the results courts 
have reached to date indicate a clear ap- 
preciation of particular situations, a 
fresh approach appears to be vitally 
needed wherein the legislature or the 
Commissioner can spell out for tax 
planners the requirements of this judi- 
cially created exception to Section 1221. 





New accounting decisions this month 


CAPITAL GAIN 


Transfer not a sale; it was creation of 
joint venture. Taxpayer agreed to trans- 
fer patents on his invention to his em- 
ployer for one-third of the gross royal- 
ties. Taxpayer had started work on 
the invention in December 1935, had 
completed a working model in February 
1936, and had entered into the above 
agreement in March 1936. The patent 
was obtained and assigned in 1937. The 
court holds that the employer and em- 
ployee were partners, and that no sale 
took place on the assignment in. 1937. 
The royalties are ordinary income. 
Kleinschmid, DC Mass., 10/18/56. 

Tenant’s surrender of leasehold is sale 
of capital asset. Amounts which a lessee 
receives for the surrender or release of 
leasehold interests in real property are 
proceeds from the sale of capital assets. 
Non-acquiescences in three cases so hold- 
ing are withdrawn. Those cases are: 
Golonsky, 16 TC 1450, aff'd, 200 F.2d 
72, cert. denied, 345 U.S. 939; McCue 
Bros., 19 TC 667, aff'd, 210 F.2d 572, 
cert. denied, 348 U.S. 829; Ray, 18 TC 
438, aff'd, 210 F.2d 390, cert. denied, 


348 U.S. 829. However, gain from the 
relinquishment of simple contract rights 
is ordinary income. Rev. Rul. 56-531. 


Capital gain on trotting horses held 
for breeding. [Acquiescence] Whether 
horses foaled on taxpayer’s farm and 
sold as yearlings were held primarily for 
breeding purposes (if so gain on sale 
would be capital) was a question of fact. 
The Tax Court concluded that each 
horse was unique and the purpose for 
which each was held must be determined 
separately. It found that 3 of the 11 
horses sold qualified for capital gain. 
Jewell, 25 TC No. 18, acq. IRB 1956-43. 


Ordinary income on sale of tallow. Tax- 
payer, the wife of a meat packer, had 
ordinary income on the sale of tallow; 
her husband failed to prove that he had 
assigned the tallow to his wife more 
than six months prior to its sale. The 
gain was therefore short-term. Green, 
TCM 1956-233. 


Capital gain on transfer of mineral 
rights. Taxpayer's widow assigned her 
fee interests in surface and mineral 


rights to a tract of land for $202,500. 
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The grantee was under no obligation 
to remove any ore from the property but 
agreed to pay the widow an additional 
25¢ a ton for all ore in excess of 800,000 
tons mined within 50 years. Since the 
payments of $202,500 was not related to 
the successful exploitation of the prop- 
erty by the grantee, the court held the 
transfer constituted a sale (capital gain) 
and not an advance royalty (ordinary 
income). Olinger, 27 TC No. 8. 


Floor trader has capital losses in com- 
modities futures. [Certiorari denied] 
Taxpayer, a partner in a brokerage firm, 
was a member of the Chicago Board of 
Trade and as such bought and sold 
commodity futures for his own account. 
He was present on the floor carrying out 
his own trades practically every business 
day. In 1943, he averaged 41 transactions 
a day. He sustained about $136,000 net 
loss in the year. The district court held 
that the futures were property held for 
sale to customers and the loss was ordin- 
ary. The Seventh Circuit reversed. Tax- 
payer was a trader; he held the contracts 
for price fluctuations, buying and selling 
followed; he did not hold for sale. The 
Corn Products case (350 U.S. 46) treated 
commodity futures as noncapital assets 
but the taxpayer there was a manufac- 
turer and was engaged in hedging. 
Faroll Estate, cert. den., 10/8/56. 


Transfer of some rights in copyright for 
indeterminate sum is license, not sale; 
income resulted. 


ordinary [Certiorari 


denied| Taxpayer was a secretary of 
George Santayana, who, prior to 1942, 
had given the taxpayer his entire interest 
in his autobiography Persons and Places. 
In 1942, taxpayer entered into an agree- 
ment with Charles Scribner’s Sons grant- 
ing them the exclusive right to publish 
the book in the United States and 
Canada, but retaining the serial, motion 
picture, dramatic, and foreign rights. 
Payment to the taxpayer, which he con- 
tended was long-term capital gain, was 
a percentage of the retail price of the 
copies sold. The Second Circuit held 
the payments to be ordinary income, 
saying: “We do not now decide that a 
transfer by a citizen of but a part of 
the bundle (of rights) for a definite sum, 
or a transfer of the whole for an in- 
determinate sum, is a sale for purposes 
of Section 117. We do hold that when, 
as here, the transfer is both (1) a trans- 
fer of a part of the cluster of rights 
and (2) for an amount wholly indeter- 
minable at the time of the transfer, no 
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such sale occurs.” Cory, CA-2, cert. den., 
10/8/56. 


Jury finds cotton merchant had capital 
gain on “calls.” A “call” is the sale 
of cotton to be delivered promptly al- 
though the price is to be determined 
at some future (call) date. In 1950 and 
1951, 
separate activity, owned a cotton ware- 


taxpayer-merchant who, as a 
house, closed out call contracts he had 
entered into in previous years. The jury 
finds that the cotton involved in these 
transactions was not held primarily for 
sale to customers in the ordinary course 
of taxpayer’s trade or business. High- 
tower, DC Ala., 9/10/56. 


DEPLETION 


Depletion allowance extends to cost 
of producing brick and tile. Contending 
that burnt brick and tile are synthetic 
products and not minerals, the Govern- 
ment refused to allow taxpayer to com- 
pute percentage depletion on the selling 
value of the brick and tile. This court 
follows Cherokee Brick & Tile (218 
F.2d 424) and finds that the brick is 
the first ‘commercially marketable min- 
eral product”. Stephenson Est., DC Ala., 
9/26/56, Challahoochee Brick Co., DC 
Ga., 10/30/56. 


Exclusive right to mine coal is a de- 
pletable economic interest. Taxpayers 
contracted with the lessee of coal lands 
for the exclusive right to deep-mine all 
the coal within a given area, the price 
depending on the market price of coal. 
However, the lessee retained the right 
to fix the amount of coal to be mined. 
The court holds that because the return 
to taxpayers depended on market con- 
ditions they acquired an economic in- 
terest in the coal and were therefore 
entitled to a percentage-depletion de- 
duction. This interest was not destroyed 
by the lessee’s right to order an end 
to mining. McCall, 27 TC No. 14. 


ACCOUNTING METHODS 


Cash-basis small lender doesn’t have in- 
come till loan recovered. [Non-acqui- 
escence| In its small-loan business, tax- 
payer added his fee to the amount 
loaned in determining the amount of 
the note. Payments were credited first 
against principal until taxpayer re- 
covered the amount loaned; additional 
payments were taken up as income. The 
Tax Court approved this accounting 


method as against the Commissioner's 
contention that a pro rata portion of 
each payment constituted income. The 
court held that taxpayer’s method clearly 
reflected his income and was in accord 
with the form of note which provided 
that payments applied first to principal. 
Taxpayer used this method since 1946. 
O’Dell, 26 TC No. 74, non-acq. IRB 
1956-43. 


Corporation ends for tax purposes when 
assets are distributed. The date of disso- 
lution under state law is not binding. 
At issue was the handling of the re- 
serve for bad debts. The court holds 
that the corporation’s year ended with 
the substantial distribution of the assets. 
Subsequent losses belong to the stock- 
holders individually. Martin, Inc., DC 
Calif., 10/1/56. 


Estimated costs to complete merchandise 
sold can be accrued; consideration is 
also accrued. A partnership on the ac- 
crual basis agreed to transfer its in- 
ventory of water pistols to a purchaser 
who in turn agreed to assume certain 
parnership liabilities and to supply parts 
to complete assembly of the inventory. 
The Tax Court required the partner- 
ship to accrue as income the release 
from the partnership debts assumed. 
However, an estimated cost of $17,220 
to complete the assembly of the inven- 
tory could not be properly accrued be- 
cause it was not a fixed and definite 
liability. The partnership’s obligation to 
deliver the unfinished part of the in- 
ventory was, the court said, contingent 
on its receiving the necessary parts from 
the purchaser and it was not shown or 
claimed that such part had been fur- 
nished. The circuit court reverses; it 
holds the contract was not severable. 
Since the costs would exceed the pay- 
ment, there was no net profit on the 
contract to accrue. The fact that a de- 
fault by the other party might cancel 
the liability to compete no more pre- 
vents accrual than the fact that the 
possibility that the customer may not 
pay prevents accrual of a salesman’s 
commissions upon sale. Hilinski, CA-6, 
10/26/56. 


Accrual denied for contingent unsettled 


liability. In 1950, taxpayer breached 


Government contracts to deliver railroad 
ties to the army. The army bought the 
ties elsewhere and sought to hold tax- 
payer liable for the excess costs. The 
Tax Court holds the taxpayer could not 
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accrue the costs being sued for in 1951; 
the liability was being contested and the 
amount was still unsettled. Sorensen, 
TCM 1956-234. 


July 1956 BLS price indexes acceptable. 


The IRS has accepted the July 1956 
price indexes of the Bureau of Labor 
Statistics for use by department stores 
employing the retail and Lifo inventory 
methods. Rev. Rul 56-522. 


DEDUCTIBILITY 


Can deduct interest paid to stockholders 
on stock-subscription installments. Tax- 
payer-corporation offered stockholders 
the option of paying for an additional 
stock offering in two installments. In- 
terest would be paid from the date of in- 
stallment payment to date of stock issu- 
ance. The court holds that a debtor- 
creditor relationship existed and_ that 
the interest paid is a deductible expense. 
Duval Sulphur & Potash Co., DC Tex., 
10/15/56. 


Bookmaker denied deductions for wages 
and rent. In determining the gross in- 
come of a horserace bettor, the court 
disallows part of the recorded “payouts” 
as having been padded and substantially 
overstated. Deduction for rent and 
wages paid in carrying on the illegal 
bookmaking business is denied on the 
ground that an allowance would frus- 
trate sharply defined state public policy. 
McGrath, 27 TC No. 13. 


Jury finds capital loss on stock bought 
to promote business. Taxpayer claimed 
that he had purchased $20,000 of stock 
of a corporation to secure an exclusive 
agency to sell the corporation’s product. 
He contended that the loss on the worth- 
lessness of the stock in a subsequent year 
was an ordinary and necessary expense. 
The jury finds the loss to be a capital 
loss. Martin, DC Ga., 9/14/56. 


Must capitalize new drainage system 


for outdoor theatre. Taxpayer con- 
structed a drive-in theatre on sloping 
ground without a proper drainage sys- 
tem. Subsequently, in compromise of 
a lawsuit for damages caused by the in- 
creased flow to neighboring lands, a 
drainage system to carry the water to 
a public drain was put in. The Tax 
Court held that if provision had been 
made in the original plans for the con- 
struction, there could hardly have been 
any question that the costs would have 


therefore such 
costs even if incurred in settlement of 
litigation at a later time were capital 
expenditures and not 


been capital outlays; 


ordinary and 
necessary business expenses. Four judges 
dissented on the grounds that the ex- 
penditure did not improve the property 
or prolong its useful life and that it did 
not cure the original geological defect 
of the land but only dealt with the im- 
mediate consequences. This court affirms. 
The construction is clearly, says the 
Sixth Circuit, of a permanent nature. 
Mt. Morris Drive-In Theatre, CA-6, 
10/30/56. 


TV station must capitalize costs of 
acquiring channel. Legal, engineering 
and accounting fees and travel and other 
expenses expended by a radio station 
to acquire a television broadcast channel 
must be capitalized if the attempt is 
successful. Since the award of the 
channel is of indefinite duration, no de- 
duction for depreciation can be taken. 
If the attempt is unsuccessful, the ex- 
penditures are deductible in the year in 
which permission to use the channel is 
finally denied. Rev. Rul. 56-520. 

French registry tax deductible. The 
person paying it may deduct the French 
registry tax collected upon recording a 
transfer of property, even though the 
French law does not specify the person 
on whom the tax is imposed. Rev. Rul. 


56-507. 
BAD DEBTS 


Reserve for bad-debts balance is in- 
come in year corporation dissolves. 
Taxpayer argued that the accounts re- 
ceivable might still prove uncollectible 
in the hands of the stockholders. The 
court states that the stockholders should 
be regarded as taking the accounts in 
liquidation at full face value. If losses 
occur the stockholders will be able to 
deduct them. Martin, Inc., DC Calif., 
10/1/56. 


bad-debt deductions 
lost; no proof of worthlessness and 
charge-off. 


loader of coal, made advances in 1948 


Partial business 
Taxpayer, a stripper and 


to contractors to cover their direct op- 
erating costs. Repayment of the ad- 
vances was to be made through credits 
for coal loaded into taxpayer's trucks. 
The Tax Court denied partial bad-debt 
deduction for 1948. There was no evi- 
dence of either substantial change in the 
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contractors’ financial condition in 1948 
or of any abandonment or charge-off 
that year. Findley, CA-3, 10/4/56. 


WHEN IS IT INCOME 


Income properly taxable in closed year 
taxed when it was discovered. Taxpayer, 
an auto sales and service corporation, 
had sold coupon books for repair work. 
It credited the proceeds to a reserve 
which it charged when it did the work. 
At the time of the audit, $7,000 in the 
reserve applied to books sold in closed 
years. The court approves the agent’s 
action in putting this into income. Al- 
though it properly belongs in income in 
the year of sale, following that rule here 
would permit the funds to escape taxa- 
tion. Martin, Inc., DC Calif., 10/1/56. 


Debtor, furnishing space as payment, 
has rent income over lease period. In 
1927 taxpayer’s predecessor had leased 
space to a bank for 20 years, rent to be 
paid partly in the predecessor's deben- 
tures. Taxpayer was organized in 1936 
in a reorganization; it continued the 
lease arrangement. However, default 
continued and in 1943 the taxpayer and 
the bank litigated their respective rights. 
At this time taxpayer agreed to a two- 
year extension of the lease for a sub- 
sidiary of the bank and issued a new 
note in place of the debentures and 
unpaid coupons. During 1948, 1949, and 
1950, the years at issue here, each party 
made entries on its books to reflect the 
monthly reduction of the note. The 
Commissioner asserted that this was rent 
income to the taxpayer. The Tax Court 
agreed; the record did not support tax- 
payer's theory that the rent was prepaid 
(and should have been taxed) in 1943, 
a closed year. This court affirms. The 
promise to accept the space as payment 
of the notes was not a cancellation of 








62 ° 


The Journal of Taxation * 


indebtedness (taxable income) in 1948. 
Fifteen Hundred Walnut St. Corp., 
CA-3, 10/31/56. 


Profit-sharing employee in constructive 
receipt of income; termination loss not 
a carryback. Taxpayer agreed to man- 
age a branch a construction 
company in return for one-third of the 
profits, and he was required to absorb 


office of 


one-third of the losses and to leave in 
his account a sum equal to one-third of 
the net investment in fixed assets. When 
the relationship terminated in 1949, the 
company claimed from taxpayer a share 
of the loss realized on the ultimate sale 
of the fixed assets. In 1952, the claim was 
settled by the taxpayer’s paying $55,000. 
The court held: (1) taxpayer was in 
constructive receipt of one-third of the 
branch-office income each year during 
the existence of the relationship; (2) 
the payment of $55,000 represented in 
part a loss not on operations but on 
termination of a business, and in part a 
payment from the original capital in- 
vestment. As such the payment was not 
attributable to items includible in de- 
termining a net operating loss, and it 
could not be carried back to offset the 
income of a prior year. Goldsworthy, 
TCM 1956-232. 


Transfer was mortgage, not sale; net 
rents for period became income when 
title litigation ended. [Certiorari denied] 
In 1932, taxpayer assigned a building, 
subject to a mortgage, to his attorneys. 
In 1938, he brought suit to establish 
that 1932 assignment had been 
simply as security for bills for legal 
services. In 1947, it was finally estab- 
lished that taxpayer was correct, and 
upon payment of about $10,000 (liens 
and interest less income) he could re- 
deem. The Tax Court held that tax- 
payer had some $57,000 rental income 
in 1947, less operating expenses and 
depreciation for the period from 1932 
The Ninth Circuit affirmed. The 
item was clearly income and it could 


the 


on. 


not have been income in any prior year 
on account of the undecided litigation. 
Murray, cert. den., 10/8/56. 


Dividends held by stockholder income 
when released. Dividends declared in 
the years 1948, 1949 and 1950 and held 
by a district court pending the termina- 
tion of litigation to determine title are 
income to the taxpayer when they were 
released to him in 1951. McRitchie 27 
ani mlo.- 5. 
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RFC subsidy claim income when re- 
ceived. Taxpayer, a meat packer, re- 
ceived a check for $32,500 from the RFC 
in September 1950 for subsidy claims that 
he had previously filed. In the absence 
of proof that the amount was properly 
accruable prior to the year of receipt, 
the check is held income when received. 
Green, TCM 1956-233. 


OTHER DECISIONS 


Mortgage prepayment penalty taxable 
as interest. [Acquiescence] Penalty pay- 
ments received by taxpayer from mort- 
gagors upon prepayment of their mort- 
gage indebtedness is taxable interest in- 
come. The charges were, in fact, a part 
of the cost to the borrowers for the use 
of taxpayer’s money. General American 
Life Insurance Co., 25 TC No. 149, acq. 
IRB 1956-43. 


Income from perpetual care fund of 
cemetery not taxable. In an earlier 
proceeding, the Tax Court held that the 
principal of taxpayer-cemetery’s per- 
petual care fund was held in trust. It 
now holds that the income is likewise 
impressed with a trust. It is therefore 
not taxable to taxpayer. Los Angeles 
Cemetery Ass’n, DC Calif., 8/30/56. 


Nazi restitution payments nontaxable. 
Compensation by former German citi- 
zens from the Federal Republic of 
Germany on account of deprivation of 
civil or personal rights by the Nazis is 
in the nature of damages for personal 
injury and is not taxable income. Pay- 
ments measured by the value of prop- 
erty confiscated are not income if the 
taxpayer has not recovered his basis. 
Whether the excess represents taxable 
income will be determined on the facts 
and circumstances. Rev. Rul. 56-518. 


Tenants by the entirety are joint owners. 
A loss on the operations of Florida citrus 
groves held by a husband and wife as 
tenants by the entirety is ruled to be a 
joint loss and not the loss of the hus- 
band alone. Reynolds, 26 TC No. 155. 


No negotiations prior to liquidation; 
gain on sale taxed to stockholders. Tax- 
payer-corporation leased its property in 
1929 for 21 years; it gave the lessee the 
option to purchase the property at any 
time before January 31, 1951. On May 
1, 1950, the corporation learned that 
the option would be exercised, but prior 
to any negotiations it liquidated and dis- 





tributed the property to the stock- 
holders. The lessee exercised the option 
on January 31, 1951. The court con- 
cluded the sale was not to be attributed 
to the corporation within the rule of 
Court Holding Co., but was made by 
the individual stockholders as co-owners. 
Since the corporation did not make the 
sale, it could not realize the gain. [Note: 
Under Section 337 of the 1954 Code, 
gain is not recognized on sale of corpo- 
rate assets within 12 months of adoption 
of a plan of liquidation. Ed.| Merkra 
Holding Co., 27 TC No. 7. 


Trust income for support of minor 
taxed to grantor. Pursuant to a divorce 
decree, taxpayer created a trust, income 
payable for the benefit of his minor son 
until he reached 25, at which time he 
was to receive the corpus. All the trust 
assets were used by taxpayer in his busi- 
ness which credited the trust income to 
the child’s account. Taxpayer made pay- 
ments from this account for the child’s 
support as he saw fit. The court holds 
he is taxable on the trust income because 
it was dedicated to the support and 
maintenance of his dependent. The 
court also notes that the alleged trust 
lacked substance in its creation and 
operation. Hamiel Estate, TCM 1956- 
235. 


Growing hop crop valued. The court 
determines the fair market value of a 
growing hop crop which had _ been 
acquired as a liquidating dividend in ex- 
change for stock. Williams Estate, TCM 
1956-239. 


Stock in Hungarian firm not “worthless” 
in 1948. Taxpayer who held a majority 
stock interest in a Budapest lumber mill 
advanced operating funds to the mill in 
1939. He left Hungary in 1940. Six 
years later, after the war, the mill trans- 
ferred veneers to taxpayer in payment 
for the advances. The veneers remained 
in Budapest and were “nationalized” in 
1948 along with the remaining corporate 
assets. —The court concludes that the 
advances in 1939 were capital contribu- 
tions, not loans, that the stock in the 
mill became a war loss in 1942 
could not be claimed as worthless in 


and 


1948. Even if taxpayer was entitled to a 
long term capital loss for the seizure of 
the veneers by the Hungarian govern- 
ment in 1948, no tax benefit resulted 
because he had already claimed his full 
capital loss for the year. Travel expenses 
incurred in trying to sell the veneers 
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are allowed as deductions. Goldner, 27 
TC No. 12. 


Realty considered lost in first title 
adjudication. The Tax Court holds that 
taxpayer suffered his loss on Florida real 
estate in 1949 when his ejectment suit 
claiming adverse 
possession was dismissed with prejudice, 
1951 stranger 
brought suit as a formality to obtain a 
marketable title. Dana, TCM 1956-228. 


against a_ stranger 


and not in when the 


No business loss on sale of rental prop- 
erties. Taxpayer owned rental properties 
individually and others jointly with her 
brother and sister. She sold some parcels 
at a loss and sought to carry the loss for- 
ward as a net operating loss. The court 
concludes that taxpayer was not in the 
trade or business of selling real prop- 
erty; the sales were casual and occa- 
sional, not frequent, regular or con- 
tinuous. She was therefore not entitled 
to the net operating loss carryover. 
Townend, 27 TC No. 9. 


Widow’s basis of property held as ten- 
ants by entirety is fair market value. 
[The widow’s basis for depreciation of 
property owned by her husband and 
herself as tenants by entirety is the fair 
market value of the interest acquired 





by reason of her husband’s death plus 
the basis (unadjusted) of her interest 
acquired by purchase, reduced by de- 
preciation allowed or allowable prior 
to the husband’s death. Rev. Rul. 56-519. 


Salary is business income; absorbs loss 
carryback. Husband and wife were equal 
partners in a business in a community- 
property state. In 1948, when the part- 
nership lost $4,000, the husband received 
a salary of $6,000. The court holds that 
the husband’s salary is income from a 
trade or business and that the wife’s half 
of the salary earned by her husband was 
nonbusiness income. Consequently, the 
husband’s carryover of operating loss is 
reduced by the salary; the wife’s is not. 
Pierce, DC Oreg., 10/8/56. 


Advance payment for construction is 
not a “purchase” of replacement prop- 
erty. Taxpayer's rental property was 
destroyed by fire. He used the insurance 
proceeds as an advance payment to a 
for construction of similar 
property which was not yet in existence 


contractor 


prior to the expiration of the replace- 
ment period. Taxpayer is held not to 
have “purchased” replacement property 
on involuntary conversion within the 
prescribed time so as to avoid the recog- 
nition of gain. Rev. Rul. 56-543. 


Miscellaneous new decisions this month 


Issuer of health and accident policies 
may qualify as life insurance company. 
In determining whether an insurance 
accident 
policies qualifies as a life insurance com- 


company issuing health and 
pany, the fact that the policies terminate 
at age 60 does not preclude such policies 
from being classified as “noncancellable” 
under Section 801. Rev. Rul. 56-476. 


Coal stripper entitled to depletion; Tax 
Court reversed. [Certiorari denied] The 
lax Court had interpreted taxpayer's 
contract with a coal stripper as not giv- 
ing the stripper an economic interest 
in the coal in place. Hence in comput- 
ing its depletion allowance as a_per- 
centage of gross, taxpayer did not have 
to deduct the payments to the stripper. 
The Third Circuit reversed. It found 
the stripper did have an interest in the 
The Tax Court had 
pressed with the contract provision that 


coal. been im- 


taxpayer could order the stripper to 


work. This clause, it had 
thought, meant the stripper had no real 
right to the coal. The circuit court 
pointed out that if it ordered suspen- 


sion taxpayer could not permit another 


suspend 


to strip; for practical purposes, stripper 
had an exclusive right to the land. 
Further, taxpayer could refuse to ac- 
cept the coal and to pay the stripper. 
If so, the stripper could retain the coal 
and sell it. This, the court said, meant 
that the stripper was to look to the 
coal itself for reimbursement. Mammoth 


Coal Co., cert. den., 10/8/56. 


Public power unit taxable; its income 
did not “accrue” to state in year no divi- 
dend was paid. {Certiorari denied| The 
Omaha Public Power District owned all 
the stock in Western Iowa Power Co., 
which derived all its income 
public utility. Iowa sought to come 
under Section 116(d) of the 1939 Code, 
which exempted from tax income de- 


from a 
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rived from any public utility and accru- 
ing to any political subdivision. The 
Eighth Circuit held that Iowa’s income 
did not “accrue” to the Omaha, a politi- 
cal subdivision, because no dividends 
were declared. Actually, Omaha received 
taxpayer’s income by sale of the tax- 
payer’s stock but this does not qualify 
for the exemption. Omaha Public Power 
District, cert. den., 10/8/56. 


Life-insurance companies not taxed on 
oil and gas royalties. [Acquiescence| 
Gross income for a life-insurance com- 
pany is defined in the Code as “interest, 
dividends and rents.” Royalties received 
under oil and gas leases are held not to 
constitute “rents” and are therefore not 
includible in the company’s income. 
Pan-American Life Insurance Co., 24 


TC 901, acq. IRB 1956-43. 


Qualifies as regulated investment com- 
pany though inactive for part of year. 
An investment corporation on the 
calendar-year basis which was inactive 
from the date of its incorporation in 
1953 until it registered with the SEC 
aS a management company in August 
1955 may elect to be taxed as a regulated 
investment company for 1955. Rev. Rul. 
56-499. 


Penalty for willful nonpayment of em- 
ployment tax upheld despite litigation 
over liability. ‘Taxpayer-individual, as 
a transferee, paid penalties assessed 
against a Wisconsin corporation which 
failed to pay Federal unemployment 
excise taxes because it disputed its 
liability under the Wisconsin Unemploy- 
ment Insurance Laws. Had it paid the 
state tax prior to filing its Federal re- 
turn, it could have claimed a credit for 
state tax paid equal to 90% of the 
Federal tax. It claimed that the litiga- 
tion was in good faith and that the 
penalty for failure to pay Federal tax 
was improper. The court holds that the 
nonpayment of the Federal tax was 
willful. Willful does not mean “with an 
evil motive”; it means intentionally or 


knowingly. Nugent, DC IIL, 6/30/56. 


Taxpayer must prove he did not shift 
the burden of the Agricultural Adjust- 
ment Act taxes to obtain refund. The 
taxes paid under the Agricultural Ad- 
justment Act would be refunded, on 
claim, if the taxpayer had not passed 
them along to the consumer. The court 
holds’ the proof insufficient to support 
the claim. Bob & Co., CA-2, 10/25/56. 
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Partner’s income in year of death: 


watch new rule on bunching 


H° ro Avoip bunching of income 
upon the death of a partner has 
been a partnership tax problem for 
And the 1954 Code and 


the Regulations did nothing to better 


many years. 
the situation. [See ABA recommendation 
at 5 JTAX 362.] When Jesse R. Fillman 
discussed at last year’s Tulane Tax In- 
stitute the considerations that go» into 
selecting the form of business organiza- 
tion, he attacked this problem in terms 
of the Code and the proposed Regula- 


tions. The final Regulations attacked 
the problem in another way, but we'll 
come to that below. But first Mr. 
Fillman: 

“One new rule, or rather the result 


of a rule, is that a decedent’s share of 
partnership income for the year of his 
death is not to be accounted for in the 
decedent’s final income tax return. It is 
to be included in either the return of his 
estate for the year during which the 
partnership year ends or in the return 
of a distributee of the estate. The result 
described follows from the declaration 
in Section 706(c) that the taxable year 
of a partnership shall not close as the 
result of the death of a partner. The 
purpose of the amendment was to pre- 
vent the bunching of more than one 
year’s income in the decedent's final 
return and _ the 
partnership reported on different tax- 


where the decedent 
able years. Congress overdid it. 

“The tax consequences of this change 
in the law can be very serious. Means 
of circumventing the rule must in some 
cases be found, and some ingenuity will 
be required because a partner cannot 
very well his death to 
income tax problems. 


time minimize 

“The objective in many cases will be 
to get the final year’s partnership in- 
come into the return of the surviving 
spouse so that a joint return may be 


filed with the decedent’s executor, or 


in other cases to devise some means of 
spreading the final year’s income so 
that the decedent’s estate will not have 
to account for it all at once without the 
benefit of deductions which would have 
the decedent's final 


been available on 


return.” 


Final Regulations 


When the final Regulations 


out, they provided that if the partner, 


came 


in accordance with the partnership 
agreement, had appointed his widow 
or other person to succeed his interest, 
then the partnership income will be 
taxable to not to the 


Now these provisions can be a great 


her and estate. 


help when their use is deliberately 
planned, but they could be a tax trap 


when someone not a widow succeeds to 





the interest because that person in effect 
will receive the deceased partner's tax 
bill. 

This is how it could work out. Sup- 
pose the firm agreement provides that 
upon the death of a partner the firm 
continues till the end of its year and 
then the interest of the deceased part- 
ner is bought out. If the estate con- 
tinues as the partner, it will be taxed 
on the year. Of 
course, there is no income-splitting for 


income for the final 
an estate, and the partner’s personal 
deductions cannot be reported on the 
estate return. Suppose the estate turns 
over the partnership interest to the 
person entitled 
example, assume that the beneficiary is 
not the widow but a child or children. 
The beneficiary will have to report the 
partner’s income for the fiscal year on 


under the will. For 


its personal return—possibly at very 
high rates. If the partner has drawn 
down much of his interest for the last 
year prior to his death and if the part- 
nership owned few tangible assets and 
valued intangibles conservatively for 
such a buyout, it is not inconceivable 
that the beneficiary would not receive 
enough assets to pay the tax bill! 

This is most likely to happen in a 
professional partnership; tangible assets 
are usually few and of low value, and 
it is not unusual to value goodwill very 
modestly for purposes of the sale of an 


interest in the partnership. 





Dentist not a partner in father’s flower 
business. Taxpayer was engaged in the 


artificial flower business in partnership 
with his wife and son-in-law. He trans- 
ferred 25% of the profits to his son, a 
practicing dentist, as the latter’s ‘share 
of partnership income.” The court con- 
cludes that the son was never a partner, 
and that the amounts he received were 
gifts from taxpayer. Kino, TCM 1956- 
yf 


Aggregate individual and partnership 
transactions under Section 117(j) (old 
law). In the same year that taxpayer 
suffered a loss on the sale of individually 
owned rental property, the partnership 
of which she was a member enjoyed 
gains from two similar sales. Taxpayer 
was required to aggregate her individual 
losses and share of partnership gains 
and apply Section 117(j) once to the 
net result. In requiring the aggregation, 


the Tax Court abandons its former posi- 
tion and follows the Fifth Circuit 
(Amman, 228 F. 2d 417) and the Ninth 


(Paley, see below). [The 1954 Code 
specifically requires such aggregation. 


Ed.| Townend, 27 TC No. 9. 


Partnership with aged uncle valid. The 
court recognizes a partnership between 
taxpayer and his 80-year old uncle even 
though the uncle’s capital contribution 
came from a gift from the taxpayer. The 
facts showed that the formalities of a 
partnership were observed and that the 
uncle contributed vital services to its 
management and control. Hamiel Estate, 
TCM 1956-235. 


Partnership and individual 117(j) trans- 
actions must be netted (old law). {Certi- 
orart denied] Taxpayer was a member 
of a partnership which realized 117(j) 
gains (gains on depreciable property 
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months, treated under 
117(j) of the 1939 Code as 
capital). He personally realized losses on 
the sale of similar items. The Tax Court 
permitted him to 


held over six 


Section 


items 
separately, the partnership ones as capi- 


report the 


tal gains, the personal ones as ordinary 
Ninth Circuit reversed. It 
said that the intent of Congress in en- 
acting 117(j) was to give relief to tax- 
payer, not to the partnership, which is a 
mere accounting unit. He must aggre- 
gate the transactions direct and indirect 


losses. The 


to see if he qualifies. The specific re- 
quirement that ordinary capital trans- 
actions be aggregated does not support 
an inference that others need not be. 
The 1954 
igeregation of Section 


Code specifically requires 
1231 items an- 
alogous to 117(j). Ed.] Paley, cert. den., 
10/8/56. 


Joint owners file as partners when they 
have income or deduction. Joint owners 
are not required to file a partnership 
return merely because they have made 
expenditures for acquisition, explora- 
tion or rental prior to use of property. 
Only when the venture is “carried on” 
is such a return required, and “carried 
on” means when income is received or 
deductible expenses are paid or in- 


curred. TIR 19. 


Co-owners may elect nontaxability as 
partners. Members of certain unincorpo- 
rated organizations may elect to have 
the organization excluded from the ap- 
plication of the partnership provisions 
by attaching a statement to a properly 
executed partnership return. If within 
90 days after formation of the organiza- 
tion a member notifies the Commissioner 
that he elects to have his firm taxed as 
a partnership, and it is too late to allow 
the filing of a corrected timely return, 
the return originally filed will be con- 
sidered as timely and any changes will 
be allowed as amendments. Where co- 


owners of property engage in explora- 
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tory work or pay rentals on jointly held 
property before: any joint activity for 
production, extraction, or use of the 
property is undertaken, no partnership 
return need be filed. Rev. Rul. 56-500. 


Sale and leaseback with trust for part- 
ner’s children upheld. 
cence] The Tax Court permitted tax- 
payer’s partnership to deduct the rent it 
paid to an irrevocable trust created by 
the partners for their children. The trust 
purchased mining equipment from the 
partnership and leased it back. ‘The Tax 
Court found the arrangement bona fide. 
Felix, 21 TC 794, non-acq. IRB 1956-43. 


| Non-acquies- 


Family partnership held valid by jury. 
The report gives few facts other than 
that the jury approved the partnership 
of taxpayer, his wife and his children. 
Boyett, DC Ga., 9/28/56. 


distributive share taxable 
when earned, not when received. {Ac- 
quiescence} ‘Taxpayer was to receive 


Partner's 


e 


ih 


/O 
of partnership gross sales in addition 
to 25% of the partnership net income 
or loss as his distributive share. He 
failed to receive the 5% for several years 
until he threatened litigation. ‘The court 
holds the 5% taxable to the partner in 


the years earned whether or not actually 
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distributed to him. The fact that dis- 
tribution may have been delayed _ be- 
cause of a dispute between the partners 
was immaterial for tax purposes. Klein, 
25 TC No. 118, acq. IRB 1956-43. 


Charging partner's personal expense as 
firm’s an unintentional error. A partner- 
ship issued checks to a contractor to pay 
for the construction of a home for tax- 
payer, one of the partners. On the books 
the checks were charged as a firm ex- 
pense. The court found the error un- 
intentional; it restored the payments to 
partnership income and charged tax- 


payer with only his distributive share of 
the additional 
1956-208. 


income. Berry, TCM 





tax problems? 


For the quick answer to all 









Federal tax questions, keep 
Alexander's Federal Tax 
Handbook, 1957 Edition, on 
i} your desk at all times. See 
back cover for order blank. 
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American Well & Goldner 63 
Prospecting Co. 54 Goldstein 54 
Auerbacher 63 Goldsworthy 62 
Avildsen Tools 54 Green 59 
Ballantyne 40 Green 62 
Barack 40 Hamiel Estate 62 
Berry 65 Hansen 28 
Bob & Co. 63 Hightower 60 
Bond 25 Hilinski 60 
Boyett 41, 65 Hoj 40 
Brodson 28 Holcomb 53 
Browarsky Estate 35 Hoover 27 
Brown 16 Howard 40 
Brown Estate 35 Hughes 19 
Calhoun d Jewell 59 
Camp Wolters Johnson 16 
Enterprises 16 Jones 35 
Capitol Indemnity Kino 64 
Insurance Co. 15 Klein 65 
Columbia Tool 54 Kleinschmidt 59 
Cooper 27, 41 Krantz 27 
Cory 60 Krantz 41 
Cullers 35 Kaufman & Baer 54 
Dana 63 Kolkey 14 
Davis 40 Lane 53 
Donovan 28 Lampert 35 
Doyle 28 Laughlin 41 
du Pont Estate 3 Lewis 53 
du Pont 35 Liddon 15 
Durden 15, 54 Los Angeles 
Duval Sulphur & Cemetery Ass’n 62 
Potash Co. 61 Mammoth Coal Co. 63 
Eggleton 28 Martin, Inc. 54, 60, 61 
Fareed 41 Martin 61 
Farol] Estate 60 McCall 60 
Felix 65 McGrath 61 
Fifteen Hundred McRitchie 62 
Walnut St. Corp. 62 Merkra Holding 
Findley 61 Co. 62 
Fitts Estate 35 Mighell 28 
Forster 28 Miller 34 
General American Moran 54 
Life Ins. Co. 62 Moss 54 
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Mt. Morris Rubin 53 
Drive-In Theatre 61 Select Theatres 
Mudge Estate 35 Corp. 16 
Murray 62 Sheldon Estate 35 
Nahas 28 Shield Est. 34 
Nugent 63 Showell 40 
O’Connor 28 Skorda 63 
O'Dell 60 Slater 53 
Olinger 60 Smith Estate 34 
Omaha Power 63 Sorensen 61 
Paley 65 Stephenson Estate 60 
Pan-American Stevens Enterprises 55 
Life Ins. 63 Sweet Estate 35 
Pebble Springs Time Oil Co. 19 
Distilling Co. 16 Townend 62, 63, 65 
Peurifoy 53 Traum 28 
Pezznola 27 Walker 27 
Philippe 41 Waller 41 
ierce 63 Wasson 54 
Plantation Pipe Webb 16 
Line 55 Weinman 15 
Precious Metals Whetstone 40 
Developing Co. 16 Williams Estate 62 
Rensenhouse Estate 34 Woolsey 35 
Reynolds 62 


REVENUE RULINGS: The first number is 


that of the Ruling, the second is the page num- 
ber where a summary of the ruling will be 
found. 





56-408 34 41 
56-419 19 62 
56-471 34 63 
56-471 40 61 
56-476 63 16 
41 59 
41 19 
41 15 
63 31 
41 15 
65 16 
61 15 
; 54 16 
56-510 15 19 
56-511 53 35 
56-512 15 65 
56-513 15 . 24 40 
56-514 19 








ANNOUNCING THE PUBLICATION 
THE TWENTY-FIRST EDITION OF: 


ALEXANDER $ 
FEDERAL TAX 
HANDBOOK 


A USEFUL HANDBOOK FOR LAWYERS, ACCOUNTANTS AND BUSINESSMEN 





1957 EDITION — 1100 PAGES 


ALEXANDER’S FEDERAL TAX HANDBOOK is the only 
complete one-volume reference text on all Federal taxes including 


ORDER ON APPROVAL 


income, estate, gift, social security, withholding, excise and miscel- Recognizing the difficulty of 


laneous taxes. evaluating a work of this na- 


: :; . : , ture without seeing it, we re- 
Even the tax expert with an extensive tax library will find 


this one-volume work a handy desk companion for the quick quest the opportunity to send 


it to you on thirty days ap- 


answer to the many problems that arise in daily practice. 


proval. Please fill in the ap- 





A customer for the 1956 Edition wrote last year, “We have 


; ae ; : roval order form in the lower 
been advised that the current edition of this book is one of the 


left-hand corner now. 


—_ 


very best available, and we would like to add a copy to our library.” 
Take advantage of our approval offer so that you can make your 
own personal appraisal of the 1957 Edition of this excellent tax 
book. 








DER FORM 





To: The Michie Company 


Law Publishers 
Charlottesville, Virginia 


Please send me copies of the 1957 Edition of 
Alexander's Federal Tax Handbook at $20.00 each. 


(] Send on approval. | understand that | may return the 
book if | am not fully satisfied. 


Name 
Firm 
Address 


City... Zone State 
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